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To avoid confusion because of similarity of terms, the

Appellee will be referred to in this brief as Respondent.

L
Jurisdiction.

Appellant states that jurisdiction of the District Court

was based on diversity of citizenship. The necessary

diversity of citizenship does exist, but the jurisdiction of

the District Court also rests upon the fact that this suit

and the relief sought herein are based on statutes of the

United States, namely, those requiring the giving of a

surety bond upon any United States Government Con-

struction contract and on the rights and obligations of

the parties to such a bond so given under said statutory

mandate. Henningscn v. f/. .S'. F. & G. Co., 208 U. S.

404, 52 L. E. 547, 550.
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II.

The Facts.

Appellant's statement of facts under this heading and

throughout its brief is most incomplete and at times

inaccurate. Appellant only refers to those portions of

the record which, apparently, it considers as favorable

to its arguments, ignoring most of the evidence adverse

to its contentions.

We shall now set forth those portions of the evidence

to which Appellant fails to refer. In doing so, how-

ever, for the sake of clarity, it will be necessary to re-

peat portions of the record which Appellant does set forth.

We shall endeavor to make such repetition as brief as

possible.

Unless otherwise specifically stated references to the

Findings of Fact of the trial court are all to Findings

which are not challenged by Appellants.

Starting in Tune, 1936, Respondent wrote various bonds

for Anderson [Tr. pp. 171, 173]. In connection there-

with it took periodic financial statements from him and

checked them as to veracity. It also checked his credit

record. Usually this was done at about six months' in-

tervals, though if the bond then being sought happened

to be an unusually large one and the case what it termed

a border-line one, a new financial statement might be

taken at the time of the application for such bond, even

though only three or four months had elapsed since the

last one [Tr. p. 174].

Respondent took a financial statement as of May 11,

1937, from Anderson which showed his cash balance as

$16,549.98, his accounts receivable as $9,000.00 and his

indebtedness as $6,000.00 [Tr. pp. 175, 187, 189, 190].
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On August 28, 1937, Respondent made a general inves-

tigation of financial statements submitted to it, including

the above statement of Anderson [Tr. p. 186]. This

included a verification of Anderson's cash bank balance

as shown in the above statement [Tr. p. 187]. Respond-

ent further checked Anderson's credit with the credit

association and mercantile agencies. The mercantile re-

port indicated that he fulfilled his contracts as agreed

and that his payments in the trade were generally prompt

[Tr. p. 191]. No inquiry was made from the bank as

to Anderson's then present balance as the bank would very

seldom give this information. It would, however, verify

a balance as shown on a financial statement given by a

depositor [Tr. p. 190].

In September, 1937, Anderson was awarded two Gov-

ernment contracts for work at Kennett Dam near Red-

ding, California. These contracts provided, amongst

other things, that partial payments should be made as

the work progressed as soon as convenient after the end

of each calendar month on estimates made by the con-

tracting officer, but that in making such progress pay-

ments there should be retained by the Government 10%

of said amounts until final completion and acceptance of

the work, which 10% was in fact so retained by the

Government [F. I, II. Tr. p. 88.]

In order to qualify for these contracts, it was required

by law that Anderson furnish both a faithful perform-

ance and a labor and materialmen's bond in connection

with each contract [F. I, Tr. p. 88].

Anderson applied to Respondent for these bonds. Re-

spondent then inquired of Appellant Bank what Ander-

son's average balance had been, how the bank regarded



him, what loans had been made to him, whether they

were upon a secured or unsecured basis, and how he had

taken care of them [Tr. p. 191]. Respondent did not

ask Anderson whether he needed financial assistance in

operating under the contracts as his financial statement

of May, verified by Respondent in August, showed suf-

ficient working capital, that is current net assets, to qualify

Anderson and to show that he could finance the work

called for in these contracts without the borrowing of

any money [Tr. pp. 188, 241-242]. Respondent also

knew that Anderson would receive payments as the work

progressed with a percentage thereof retained by the

Government until the work was accepted [Tr. pp. 240-

241].

In fact Anderson did not require any loan until the

middle of January when weather conditions had caused

him unexpected delays and expenses [Tr. pp. 260, 264].

By this time he had actually received slightly more than

one-fourth of the entire contract prices [Tr. p. 265].

In his application for the bonds, Anderson, amongst

other things, assigned to Respondent all monies or prop-

erty that might be due or become due under the con-

tracts in the event of any breach by him of any of the

agreements contained in the contracts or bonds, the assign-

ment to be effective as of the date of the contract. He

also agreed that all payments made in good faith by

Respondent to laborers and materialmen should be con-

clusive evidence of the fact and extent of his liability to

Respondent and should bind himself, his heirs, personal

representatives, successors and assigns [F. I, Tr. p. 88].

Respondent did not notify Appellant Bank of these

assignments until July 19, 1938 [F. XV, Tr. p. 93], and



until then Appellant had no knowledge of Respondent's

rights in the proceeds of the contracts except such knowl-

edge of respondent's rights as were imputed to it from the

fact that it knew respondent had written the bonds. [F.

XVIII, Tr. p. 94.]

Appellant Bank had m.ade eight different loans to An-

derson prior to September, 1937 [Tr. pp. 166-167]. On
November 5, 1937, Anderson gave Appellant a financial

statement and ten days later it made a credit investiga-

tion [Tr. pp. 257-258], What this disclosed is not shown

by the evidence.

Commencing with some date after January 22, 1938,

Appellant made Anderson two loans each of $8,000.00

and three loans of $4,000.00 in connection with these Ken-

nett Dam jobs. All were fully repaid prior to the mak-

ing of the loans involved in this case, and all except one

were so repaid before maturity. This remaining loan

was repaid on its due date. Likewise Appellant made

Anderson another $4,000.00 loan which became due

between the making of the first and second loan involved

in this case. This loan was also repaid in full before

maturity [Tr. pp. 282-284].

Appellant received a financial statement from Ander-

son dated March 31, 1938. The contents of this does

not appear in the evidence unless Anderson's letter of

that date [Tr. pp. 272-273] constitutes this statement.

However, from the letter of April 18 [Tr. pp. 275-277]

this would not be so as the letter of March 31, makes

no reference to "Maximum amount of indebtedness

$100,051.00" apparently contained in the financial state-

ment.



On May 2, 1938, Appellant made the first of the loans

involved in this case, namely, one of $8,000 and on

June 1, 1938 it made the second of these loans, being

one of $4,000 [F. Ill, Tr. p. 89].

Before making any of the loans in connection with the

Kennett Dam jobs, Appellant knew and was interested in

the fact that surety bonds were required in connection

with Government contracts [Tr. p. 163]. It knew that

Respondent had written the bonds in connection with the

Kennett Dam jobs and that these bonds were the usual

laborer and materialmen's and faithful performance bonds

required under such contracts [F. VII, Tr. p. 90, also

pp. 158, 162, 163, 168].

In connection with each of the loans involved herein

Appellant knew they were to be repaid out of the proceeds

of these Government contracts [F. V, VIII, Tr. pp. 89,

90]. Appellant states that there was an agreement to

that effect. The evidence fails to support this statement,

except that there was such an agreement late in June,

1938, when Anderson sought and was granted an exten-

sion of the $4,000 loan [Tr. pp. 250-253, 265-279, 280-

281].

Appellant, however, made no inquiries from Respondent

as to any interest Respondent might have in the pro-

ceeds of these contracts [Tr. p. 255]. It neither informed

Respondent that it was about to or had in fact made

the loans [F. XVI, Tr. p. 93]. It made no further

inquiries as to Anderson's financial condition. Respond-

ent did not know Anderson was borrowing money or was

using any borrowed money in connection with these jobs

[F. XVII, Tr. p. 94].

While Anderson stated to Appellant that the loans

were in connection with the Kennett Dam jobs, the loans



were not made subject to any condition whatever. Specific-

ally it was not a condition of the loans that the money

should be used for these jobs or that repayment should

be made out of the proceeds of the contracts [F. Ill

and XXVI, Tr. p. 98. These findings are challenged by

Appellant. However, see Tr. pp. 245-247]. There was

not sufficient evidence to establish that Appellant would

not have made the loans to Anderson had Respondent

given it notice of the assignments or of Respondent's

claims [F. XIX, p. 95—this finding is challenged by

Appellant]. Appellant retained no control whatever over

the money loaned Anderson [Tr. p. 247]. It was placed

in his commercial account subject to his check and was

checked out to another bank [F. Ill, Tr. pp. 89, 64, 72].

In fact, however, the entire proceeds of these two loans

were used by Anderson to pay laborers and materialmen

on these jobs [F. Ill, Tr. p. 89]. Payments were made

by Anderson and no assignments taken from the payees

in favor of Appellant or anyone else [Tr. p. 73].

During May and June, 1938, Anderson became in de-

fault under his contracts, failing to pay certain material-

men sums which were then due them. Before and at the

time the final payments were made to Anderson by the

Government on June 30, 1938, he was in default upon

his contracts [F. I, IV, XI, Tr. pp. 88, 89, 91].

The second of the loans became due on June 20, 1938.

For the first time in the series of loans from Appellant

to Anderson, he failed to meet his obligation on or before

maturity. Appellant requested him to make payment.

He informed Appellant that he expected to receive from

the Government his final payments before the end of

the month and that upon receipt thereof he would repay

Appellant both loans [Tr. p. 73].
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On June 30, 1938, Anderson received from the Govern-

ment Treasury Warrants totalling $28,815.04 and being

the entire balance due him under the contracts, except

for the sum of $8,355 which was withheld by the Gov-

ernment on account of claimed penalties, a claim which

the Government subsequently withdrew. Anderson de-

posited these warrants in his commercial account with

Appellant [R I, XII, Tr. pp. 88, 91-92]. This payment

by the Government included the retained percentage of

$14,100 [F. XXIV, Tr. pp. 96-97, which finding is chal-

lenged by Appellant; F. XXV, Tr. p. 97].

The proceeds of these warrants constituted the only

funds out of which Anderson could repay Appellant, a

fact which Appellant knew [F. VIII, IX, Tr. pp. 90-91].

The same day he deposited the warrants Anderson

repaid Appellant in full by check drawn on this com-

mercial account. Appellant parted with no new consid-

eration on account of the payment [F. V, VI, IX, XII,

Tr. pp. 89,91-92].

Up to this time Respondent had done nothing to

jointly control or reduce to its possession the funds

payable or paid by the Government to Anderson under

the contracts, except that it had caused Anderson to

execute and deliver the assignments to it above referred

to [F. XXI, Tr. pp. 95-96].

Appellant knew that the repayment to it was out of

the final payment to Anderson on these particular con-

tracts. In fact, Anderson had no other funds or income

out of which the loans could have been repaid, a fact

which was known to Appellant [F. V, VIII, IX, XII,

Tr. pp. 89, 90-92]. The repayment to Appellant ren-

dered Anderson unable to pay laborers and materialmen

on the jobs [Tr. p. 91].



However, prior to accepting such repayment Appel-

lant knew that the margin of profit on the jobs had been

figured too close, being only a little over 6% thereon,

without allowance for unexpected weather conditions [An-

derson's letter of January 15th, Tr. pp. 265-266].

Appellant also knew of these adverse conditions; that

they continued after the above letter was written; that

they were causing Anderson difficulties and delays; had

put him behind ; would cause him additional expense ; and

that "he could not carry on the contracts" [Tr. pp. 260,

272-273, and letters, Tr. pp. 269-271]. Prior to the time

of accepting repayment, Appellant also knew that Ander-

son was short of funds [Tr. pp. 262-263].

When Anderson repaid Appellant there was no con-

versation with respect to his financial condition or ability

to pay laborers and materialmen, etc. [Tr. pp. 261, 280-

281]. Appellant made no inquiries whatsoever on the

subject [Tr. pp. 256, 257],

It was not until July 11, 1938 that Respondent learned

of Anderson's failure to pay laborer's and materialmen's

claims [F. XXV, Tr. p. 91]. Respondent thereupon

notified Appellant that Anderson had defaulted under

bis contracts and had breached his bonds with Respond-

ent [F. XV, Tr. p. 93]. Respondent then paid the

amounts due the laborers and materialmen, and thereby

suffered a loss in the sum of $10,976.28 [F. XXII, Tr.

p. 96].

Respondent is not estopped to assert its claims against

appellant, nor did Respondent waive said claim nor is

Respondent guilty of laches in connection therewith [F.

XX, Tr. p. 95].
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III.

Questions Involved.

Appellant's statement (App. Br. p. 11) of the first

question involved in this case is stated as though there

had been a jury trial and the court had directed a verdict

for plaintiff. The question should be stated as follows:

Is the evidence sufficient to sustain the findings and con-

clusions of the trial court that under the particular facts

of this case, the Respondent had equities, legal and

equitable, superior to those of Appellant in the fund

involved herein?"

The second question stated by Appellant as involved in

this case (App. Br. p. 11) is: "Does the law of Cali-

fornia or Federal law control the determination of the

above question?" Unless Appellant concedes that there

is a difference between California law and the rules laid

down by the Federal decisions how can this question arise?

Yet, Appellant contends under subdivision III of its

brief that both rules of law are the same.

It is Respondent's contention that the Federal decisions

are controlling in this particular case, but that even if

they are not, the California decisions have reached the

same conclusions.
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IV.

The Federal Decisions Are Controlling.

The case of Henningsen v. U. S. F. & G. Co., 208 U.

S. 404, 52 L. E. 547, definitely establishes that in a

case such as this the decisions of the Federal courts are

determinative, and that Federal law rather than state law

governs the rights of the parties. In the cited case the

contractor entered into a contract with the United States

Government. He completed the work but left unpaid

labor and material bills. During the course of his work

a bank had loaned him money. The surety paid the labor

and material claims. The surety instituted suit to estab-

Hsh that it had a first Hen upon all sums due the con-

tractor under the contract. After decision by the Cir-

cuit Court of Appeals, an appeal was taken to the Supreme

Court. It was then contended that this appeal should

be dismissed upon the claim that the jurisdiction of the

Federal courts depended solely upon the ground of

diversity of citizenship and that, therefore, the decree

of the Circuit Court of Appeals was final. In denying this

motion the Supreme Court said (52 L. E. p. 550)

:

"Diversity of citizenship was, it is true, alleged in

the bills, but grounds of suit and relief were also

based on the statutes of the United States, as from

the discussion of the merits will be seen. Those

statutes entered as elements into the decision of the

Circuit Court of Appeals and were necessary elements

(citing authorities)."
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As the statute under which the bonds were written in

the cited case (28 Stat, at L. 278, chap. 280; U. S. Comp.

Stat. 1901, p. 2523) was essentially similar to the statute

under which they were written in the case at bar (40

U. S. C. A. Sec. 270a) and since each case was an action

by the surety to establish its rights in and to the proceeds

of the respective contracts, there can be no distinction

drawn between the cited case and the case at bar.

Where a case involves the statutes of the United States,

then the decision in Erie Railway v. Thompkins, 304 U. S.

64, 82 L. E. 1188, is not applicable and the decision

must be rendered according to Federal, and not state,

law. (U. S. F. & G. Co. v. Coch (C. C. A. 3), 102 Fed.

(2d) 288, 293; Fariisivorth v. Electric Supply Co. (C. C.

A. 5), 112 Fed. (2d) 150, 154.)



—13—

V.

The Challenged Findings.

A. Finding No. III.

Appellant challenges finding No. Ill [Tr. p. 89]. The

ground of challenge is the alleged insufficiency of the

evidence to sustain the fact as therein found that it was

not a condition of the loans to Anderson that they should

be used for the payment of laborers and materialmen on

these jobs.

In fact, there is no evidence whatsoever to support

an opposite finding. Appellant sets forth on pages 44 to

48 of its brief the conversation which took place between

Anderson and Appellant's manager, Mr. Dunn, and also

Anderson's letter of March 18th. From these it appears

that Anderson informed Appellant that he was asking for

the loans in connection with the jobs, but there is not a

semblance of any indication that such loans were con-

ditioned upon such use of the funds. It is highly sig-

nificant that Mr. Dunn who had handled the loans for the

Appellant did not testify that he informed Anderson that

they were made on condition that the money was only

to be used for laborers and materialmen, or even that

the money should only be used in connection with the

jobs or that the loans would not be made unless the

money was to be so used.

Respondent says, page 49, "The ordinary banking prac-

tice of lending a borrower money for a particular pur-

pose was followed in this case and there was no evidence

to show that the contractor had the Bank's permission to

use it for any purpose except the work of construction

under the Government contracts." There is no evidence

of any banking practice or that it was followed in this
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case. We emphatically deny that any such banking prac-

tice was followed in this case. There is no evidence to

show that any consent of Appellant was required to

entitled Anderson to use the money as he saw fit. The

fact that Appellant deposited the loan in Anderson's

commercial account without restriction would be suffi-

cient evidence of "permission" to Anderson to use the

money, if any such "permission" was necessary. Appel-

lant says, page 49 of its brief, that the fact that Ander-

son may have breached his arrangement with Appellant

would not alter the effect of that arrangement; however,

as we have seen, the evidence fails to show the evidence

of any such arrangement.

On the other hand, there is much evidence that there

was no such arrangement or condition attached to the

loan—the absence of any testimony of Mr. Dunn on the

point; the failure of appellant to call Anderson to testify

thereon, though he was actually in court [Tr. p. 242]

;

the deposit of the funds in Anderson's commercial ac-

count without restriction ; the failure of Appellant to retain

any control over the funds; its failure to require the

presentation to it of any receipts from laborers and

materialmen; its failure to require the taking of assign-

ments from them; and its failure ever even to inquire

how the money was used, all these facts negative Appel-

lant's contention that the loans were conditioned on the

use of the money to pay such laborers and materialmen.

Not only is the finding made by the trial court amply

sustained by the evidence, but a contrary finding would

be directly against the evidence. Certainly it cannot be

said that the finding as made is "clearly erroneous" (Rule

52, Federal Rules of Civil Procedure).
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B. Finding No. XIX.

Appellant, page 49, attacks Finding- XIX that the evi-

dence was insufficient to establish whether, if Respondent

had given the bank notice of its claims or demands or

of the assignments or of its interest under the contracts.

Appellant would not have made the loans.

Again there is no evidence which would support a

contrary finding. No witness was called by Appellant to

so testify or even to testify as to the ordinary conduct

of Appellant under similar circumstances. Appellant had

made a series of loans to Anderson all of which were

paid before, or in one case at maturity. Appellant knew

that Respondent had written its bonds and Mr. Dunn

testified that Appellant was interested in this fact. If

the non-existence of assignments to Respondent were a

prerequisite to the making of the loans, we may be quite

certain that Appellant would have inquired from either

Anderson or Respondent whether or not the surety had

taken any such assignments and would have done so

before making the loans. Yet Appellant made no in-

quiries whatsoever. It did not even ask Anderson if

anyone other than himself had any right or interest in

the proceeds of the contracts. Respondent offered evi-

dence that Appellant knew that no surety company would

write the bonds without obtaining assignments. The

court sustained objections to this offered proof; how-

ever, we submit that no bank is so childishly naive as

not to know that surety companies do take such assign-

ments. Yet Appellant carefully avoided making any
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inquiries from the known surety, namely, Respondent. If

Appellant would not have made the loans had it known

of assignments to Respondent, the conduct of its officers

in actually making these loans without inquiries from

Anderson or Respondent, amounts to the grossest care-

lessness.

With regard to the rights of Respondent in the fund

and irrespective of its assignments Appellant is charged

by law with notice thereof.

Lacy V. Maryland Cas. Co. (C. C. A. 4), 32 Fed.

(2d) 48;

U. S. F. & G. V. Szveeney (C. C. A. 8), 80 Fed.

(2d) 235;

Maryland Casualty Co. v. Dulaney (C. C. A. 5),

23 Fed. (2d) 378, 380;

Moran v. Guardian Casualty Co. (App. D. C),

76 Fed. (2d) 438, 439;

London & Lancashire Indemnity Co. v. Endres

(C. C. A. 8), 290 Fed. 98, 102.

The court therefore, could not have found that Appel-

lant would not have made the loans had it been given

notice of these rights since it did have notice thereof

and yet did make the loans.

As in the case of the last finding discussed, such evi-

dence as there is on the point, and especially the absence

of evidence thereon, not only amply support the chal-

lenged finding, but would not sustain a contrary finding.
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C. Finding No. XXIV.

Appellant challenges, page 50, Finding No. XXIV,

that the payments by the Government included the re-

tained percentages withheld by the Government under the

contract.

Upon the completion and acceptance of the work, the

Government had on hand $37,170.04, the balance of the

contract prices. Of this $14,100 represented the ''retained

percentages." The Government claimed penalties against

Anderson in the sum of $8,355, which sum the Govern-

ment withheld from its payment to Anderson. The ques-

tion is then presented whether this amount so withheld

by the Government was withheld out of the "retained

percentages," or the "progress payments," Unquestion-

ably laborers and materialmen and their surety have a

lien on the retained percentages as long as they are in

the hands of the Government. Even appellant admits

this to be the law (App. Op. Br. p. 40). Moreover, it

is the settled law that this lien continues even after pay-

ment by the Government, {Prairie State National Bank

V. United States, 164 U, S. 227, 41 L. E. 412 and

numerous other cases hereinafter cited; Adamson v.

Paonessa, 180 Gal. 157, 162, strongly relied upon by

Appellant.

)

Appellant contends that laborers and materialmen and

the surety have no such claim on progress payments.

If Appellant is incorrect in this contention and such lien

exists on all sums due the contractor, the above finding

of the court becomes immaterial; however, if Appellant

is right and such lien exists only on the retention per-

centages, then when the time for payment to Anderson

arrived, the Government had two funds out of which
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that payment was to be made. One of these funds was

the retention percentage fund on which laborers and ma-

terialmen had a lien, the other was the balance of the

progress payments on which, according to Appellant, no

such lien existed. From which fund then should the

Government withhold its claimed penalties? From that

fund upon which third parties had a lien or from that

fund in which no one other than Anderson himself had

any interest? The answer is obvious. It was the duty

of the Government to pay itself for these claimed penal-

ties out of those funds upon which laborers and material-

men did not have a lien.

Thus it is said in Citizens Savings Bank v. Mack, 180

Cal. 246, 251:

"The further contention of the appellant that the

trial court erred in adjudging that the plaintiff must

first foreclose its mortgages before resorting to a

sale of the pledged stock is not, we think, well taken.

That requirement is within the purview of sections

2899 and 3433 of the Civil Code, and well within the

principle enunciated in the case of Kent v. Williams,

114 Cal. 537, (46 Pac. 462). Moreover, it is in

thorough accord with the well-established rule in

equity that where a creditor has a lien upon two

funds and another a lien upon only one of them, he will

be compelled to exhaust the fund upon which he has

an exclusive lien and will be permitted to resort to

the other for deficiency only (citing authorities)."

Again it is said in Kent v. Williams, 114 Cal. 537,

541:

"The doctrine of the marshalling of assets, under

which, if one creditor has a lien on two funds, and

another a lien on only one of them, the former must
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first proceed against that upon which the latter has

no lien, is not only fully established by general au-

thority, but is also expressly declared in sections

2899 and 3433 of the Civil Code."

See, also:

Raun V. Reynolds, 11 Cal. 14, 20;

Fullerton Savings Bank v. Des Grariges, 44 Cal.

App. 611, 616.

The same rule is, of course, universally recognized.

Thus it is said in 18 R. C. L. page 468:

"Cognate with the principle of mashalling assets

is the principle which compels a mortgagee or other

lienor, when the land subject to lien has been aliened

in separate parcels successively, to satisfy his lien

out of the land remaining in the grantor or original

owner, if possible, and, if that should be insufficient,

to resort to parcels aliened in the inverse order of

their alienation."

This would be its duty under any circumstances, but

is especially its duty where the very purpose of the reten-

tion percentages is to protect such laborers and material-

men {Belknap Hardware v. Ohio River Co. (C. C. A. 6),

271 Fed. 144, 149), and where the recognition of the

rights of the surety is for the benefit of the Government.

Thus it is said in Martin v. National Surety Co., 300 U.

S. 588, 81 L. E. 822, 826:

"Far from defeating or prejudicing the interests

of the Government, the recognition of the equities

growing out of the relation between the contractor

and the surety will tend, as already has been sug-

gested, to make those interests prevail."
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As to the equitable duty on the Government to see

that laborers and materialmen are paid see also Mor-

gcnthau v. F. & D. Co. (App. Div. D. C), 94 Fed. (2d)

632, 635.

It is, of course, a presumption that the Government

would comply with its duty and would follow the settled

policy of the law and would protect laborers and material-

men by not reducing this retention percentage fund

created for their express benefit, but would protect both

them and itself by withholding the claimed penalties out

of Anderson's free funds in its hands.

The presumption not only justifies the finding made by

the trial court, but in the absence of any contrary evidence

requires such finding.

D. Finding No. XXVL

Respondent Challenges, page 51, Finding No. XXVI
that it was not a condition of the loan that repayment

should be made out of the proceeds of the contracts.

The same remarks apply to this as to our discussion

of Findings III and XIX. There is no evidence what-

soever to support the position that any such condition was

attached to the loan. There is the same failure on the

part of appellant's witness Mr. Dunn to testify thereon,

and the same failure to call Anderson as a witness. In

addition, there is the failure of appellant to take any

assignment of the proceeds of the contract. Who, we

may ask, ever heard of a bank making a loan upon a

condition and not having that condition reduced to writ-

ing? Who ever heard of a bank entering into an agree-

ment whereby it was to be repaid out of a specific fund,

and again not putting this agreement in writing in the
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form of an assignment of that fund? The evidence

coupled with the absence of other evidence and common

sense all support the finding of this court.

The lengths to which Appellant is prepared to go in

seeking some ground of attack in this case are well

illustrated by the quotation from the record which Ap-

pellant sets forth in connection with this finding. Appel-

lant quotes the record as follows (p. 51, App. O. B.) :

"Mr. Henderson: No. That is not the purpose.

We merely want to show the agreement that the

bank would be repaid its loan out of the proceeds of

this contract.

"Mr. Delamer : That is already in evidence. I

have no objection to that."

The very obvious inference from the above quotation

is that Mr. Delamer admitted that there was such an

agreement and that it was entered into at the time of

the making of the loans. However, appellant's quotation

is highly misleading in that it fails to continue it further

We shall do so [Tr. p. 247]

:

"Mr. Henderson: Perhaps it can be stipulated

that that was the arrangement between the Bank
and Mr. Anderson, that would satisfy me. Can it

be stipulated, counsel, that the arrangement between

the Bank and Mr. Anderson was that Mr. Anderson

would pay the Bank its loans out of the proceeds of

this contract at Redding?

Mr. Delamer : I don't know. You had better ask

him that question.

The Court: Suppose you reframe the question

then.

Mr. Henderson: Yes/'
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A few moments later tlie following occurred in the

same connection [Tr. pp. 248-249] :

"The Court: But I think that is just a mental

condition on the part of the borrower. Counsel for

plaintiff has agreed that you might ask the witness,

what, if anything, was stated to Mr. Dunn of the

Bank, and as how the Bank would be repaid.

Mr. Delamer: No, Your Honor, I don't so in-

tend. I meant that I couldn't stipulate. I don't

know, and he had better ask the question, but I

expect to interpose my objection to the question.

Mr. Henderson: That would be my next ques-

tion. I was just leading up to the conversation be-

tween Mr. Dunn and Mr. Anderson with reference to

this subject.

The Court: Suppose you make your record.

Mr. Henderson: We offer to prove by the wit-

ness that he borrowed the moneys referred to in our

stipulation, in the sum of $12,000, in May and June

of 1938, under the agreement with the Bank that

he needed and would use those funds in connection

with the work being done by him at Redding under

these Government contracts, and that, from the pro-

ceeds of these contracts, the California Bank would

be repaid its loan."

Objection was made to this offer of proof on numerous

grounds, including that the offer was not sufficiently

definite as to whether the proof was to be made by

evidence of conversations or by written instruments, and

the objection was sustained, apparently, primarily on this

ground. Appellant did not make any further offer to

eliminate these objections.

We hardly feel that Appellant's partial quotation from

the record was fair to us or to the Court. It is per-
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fectly obvious that Mr. Delamer did not mean to concede

that there had been such an agreement at the time the

loans were made. It is equally obvious that neither Ap-

pellant's counsel nor the Court so understood it. Other-

wise, why would Appellant's counsel have asked Mr.

Delamer for a stipulation on the point; why would Mr.

Delamer have refused it; why would both Mr. Delamer

and the Court suggest that the question be asked; and

why counsel for the Appellant start asking the questions

and then make an offer of proof on the subject?

In this connection it must be remembered that there

was an agreement that the loan was to be paid out of

the proceeds of the contracts, but that this agreement was

not made until the second loan had become overdue and

Anderson sought a ten day extension thereof [Tr. p. 73].

This was what Mr. Delamer had in mind when he said,

"that is already in evidence."

We submit that he then proceeded in answer to a

question by Appellant's own counsel to make it very

clear that he was not admitting the existence of any such

agreement when the loans were made.

Certainly the isolated statement of Mr. Delamer would

not necessitate a finding that any such agreement was a

condition of the loans, much less would it require such

a finding.

We submit that the attacks on these findings are

frivolous in the extreme.

Finally we submit that even were the findings incor-

rect it would make no difference in the final result as will

be seen in our further argument. We would, however,

cite the court to the cases cited in subdivision VI, D 3, 4

and F 2, 3 of this brief.
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VI.

Summary of Contentions of Respondent and Law
Applicable.

A.

1. The moneys involved in this case are a part of

the retained percentages. The surety has a lien thereon

superior to that of the contractor, his assigns or anyone

from whom he borrowed money.

Prairie State Bank v. United States, 164 U. S.

227, 41 L. E. 412;

Town of River Junction v. Maryland Casualty

Co. (C. C A. 5), 110 Fed. (2d) 278;

Morgenthau v. F. & D. Co. (App. D. C), 94 Fed.

(2d) 632;

Maryland Casualty Co. v. Dulaney (C. C. A. 5),

23 Fed. (2d) 378;

Southern Surety Co. v. Holden (C. C. A. 8), 14

Fed. (2d) 411;

American Surety Co. v. Finletter (C. C. A. 3),

274 Fed. 152;

Belknap Hardware r. Ohio River Co. (C. C. A. 6),

271 Fed. 144, 147;

U. S. F. & G. Co. V. Bank of Brewton (D. C.

Ala.), 4 Fed. Supp. 272;

In re Schofield Co. (C. C. A. 2), 215 Fed. 45, 50.

2. Money can be followed as long as it can be iden-

tified.

U. S. F. & G. V. Sweeney (C. C. A. 8), 80 Fed.

(2d) 235, 239;

U. S. F. & G. V. Bank of Brewton (D. C. Ala.),

4 Fed. Supp. 272, 274;

Martin v. National Surety (C. C. A. 8), 85 Fed.

(2d) 135, 140.
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B.

1. Even if the moneys involved herein are not a part

of the retained percentages they are a portion of the

progress payments upon which Respondent surety has a

lien prior to the contractor or his assigns or anyone from

whom he has borrowed money. These payments had not

been paid to the contractor or assigned by him to Ap-

pellant after they had been fully earned by him. In fact,

they never were assigned to Appellant and they never

were fully earned by the contractor. On the contrary,

the contractor had defaulted before they became payable

to him and they were in the hands of the Government

upon and after such default by the contractor.

Henningsen v. U. S. F. & G. Co., 208 U. S. 404,

52 L. E. 547, 550-551;

Hardaway v. National Surety Co., 211 U. S. 552,

53 L. E. 321, 327;

Cox V. New England Equitable (C. C. A. 8),

247 Fed. 955;

Standard Accident Ins. Co. v. Federal National

Bank (C. C. A. 10), 112 Fed. (2d) 692, 694;

U. S. F. & G. Co. V. Sweeney (C. C. A. 8), 80

Fed. (2d) 235;

Moran v. Guardian Casualty Co. (App. D. C),

76 Fed. (2d) 438;

Farmers Bank v. Hayes (C. C. A. 6), 58 Fed.

(2d) 34, 37;

Exchange State Bank v. Federal Surety (C. C.

A. 8), 28 Fed. (2d) 485;

Maryland Casualty Co. v. Didaney (C. C. A. 5),

23 Fed. (2d) 378, 380-381;
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London & Lancashire Ind. Co. v. Endres (C. C.

A. 8), 290 Fed. 98, 103;

American Bonding Co. v. Central Trust Co. (C.

C. A. 7), 240 Fed. 400, 402;

Illinois Surety Co. v. City of Galion (D. C. Ohio),

211 Fed. 161, 163.

See, also, decision of Circuit Court of Appeals in Mar-

tin V. National Surety Co. (C. C. A. 8), 85 Fed. (2d)

135, in which case the Supreme Court decided in favor of

the surety on grounds different from that of the decision

of the Circuit Court of Appeals, but expressly refused

to approve or disapprove of said decision of the Circuit

Court of Appeals (see 300 U. S. 588, 81 L. E. 822).

2. The distinction made with regard to the rights

to progress payments (as distinguished from the reten-

tion percentages) made before and after default is based

on the fact that progress payments made before default

have been fully earned, while those due after default

have not been fully earned. See especially:

Maryland Casualty Co. v. Board of Water Com-
missioners (C. C. A. 2), 66 Fed. (2d) 730, 736;

Town of River Junction v. Maryland Casualty

Co. (C. C. A. 5), 110 Fed. (2d) 278.

3. A failure upon the part of the contractor to pay

laborers and materialmen sums due them constitutes a

default under the contract.

Martin v. National Surety Co., 300 U. S. 588,

81 L. E. 822, 827.
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C
1. It is the duty of the contractor to pay laborers

and materialmen out of the proceeds of his contract, which

duty may be enforced in equity.

Town of River Junction v. Maryland Casualty Co.

(C. C A. 5), 110 Fed. (2d) 278, 281;

Farnsworth v. Electric Supply Co. (C. C. A. 5);

112 Fed. (2d) 150, 153.

2. A surety who pays laborers and materialmen be-

comes subrogated to the rights of the Government against

the contractor, including the right to withhold payments

to the contractor or to pay laborers or materialmen

directly.

Morgenthau v. F. & D. Co. (App. Div. D. C),
94 Fed. (2d) 632, 635-636;

Farmers Bank v Hayes (C C. A. 6), 58 Fed.

(2d) 34, 37;

Prairie State Bank v. United States, 164 U. S.

227, 41 L. E. 412, 416;

Moran v. Guardian Casualty Co. (App. D. C. ),

76 Fed. (2d) 438, 439.

3. A surety on paying labor and material claims be-

comes subrogated to the rights of laborers and material-

men.

Belknap Hardzvare v. Ohio River Co. (C. C. A.

6), 271 Fed. 144, 149;

London & Lancashire Ind. Co. v. Endres (C. C.

A. 8), 290 Fed. 98, 102;

Farmers Bank v. Hayes (C. C. A. 6), 58 Fed.

(2d) 34, Z7;

U. S. F. & G. V. Sweeney (C. C. A. 8), 80 Fed.

(2d) 235, 238.
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D.

1. The rights of a surety under subrogation do not

depend upon any assignment to it.

Standard Accident Ins. Co. v. Federal National

Bank (C C A. 10), 112 Fed. (2d) 692, 695;

Lacey v. Maryland Casualty Co. (C. C. A. 4), 32

Fed. (2d) 48, 53-54;

Street v. Pac. Ind. Co. (C. C. A. 9), 79 Fed. (2d)

68;

London & Lancashire Ind. Co. v. Endres (C. C.

A. 8), 290 Fed. 98;

U. S. F. & G. V. Sweeney (C. C. A. 8), 80 Fed.

(2d) 235;

Maryland Casualty Co. v. Dulaney (C. C. A. 5),

23 Fed. (2d) Z7'^, 380;

Moran v. Guardian Casualty Co. (App. D. C),

76 Fed. (2d) 438, 439.

2, The rights of a surety by virtue of an assign-

ment are distinct from its equitable rights.

Lacey v. Maryland Casualty Co. (C. C. A. 4),

32 Fed. (2d) 48, 53-54;

Morgcnthau v. F. & D. Co. (App. Div. D. C),

94 Fed. (2d) 632, 635-636;

Exchange State Bank v. Federal Surety (C. C.

A. 8), 28 Fed. (2d) 485, 487;

American Surety Company v. Finletter (C. C. A.

3), 274 Fed. 152, 157.
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E.

1. Respondent is entitled to the moneys involved

herein by virtue of the assignment thereof to it by

Anderson.

Martin v. National Surety Co., 300 U. S. 588,

81 L. E. 822.

2. The rights of the surety relate back to the date

of the bond.

Prairie State Bank v. United States, 164 U. S.

227, 41 L. E. 412, 416;

Henningsen v. U. S. F. & G. Co., 208 U. S. 404,

52 L. E. 547, 550;

Standard Accident Ins. Co. v. Federal National

Bank (C C. A. 10), 112 Fed. (2d) 692, 695;

Street v. Pac. hid. Co. (C. C. A. 9), 79 Fed. (2d)

68.

And cases too numerous to list.

3. Appellant can obtain no higher right to proceeds

of contract than Anderson held.

Maryland Casualty Co. v. Dulaney (C. C. A. 5),

23 Fed. (2d) 378, 381;

First National Bank v. City Trust Co. (C. C. A.

9), 114 Fed. 529;

Town of River Junction r. Maryland Cos. Co. (C.

C. A. 5), 110 Fed. (2d) 278;

Prairie State Bank v. United States, 164 U. S.

227, 41 L. E. 412, 419;

Burkett V. Doty, 176 Cal. 89, 92;

Mclntyre v. Hauser, 131 Cal. 11, 13.
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4. The contractor cannot assign any of the proceeds

unless the job results in a profit.

Maryland Casualty Co. v. Dulaney (C. C. A. 5),

23 Fed. (2d) 378, 380.

F.

1. Appellant is charged with knowledge of the execu-

tion of a bond by the surety and of the rights of the

surety thereunder.

Standard Accident Insurance Co. v. Federal Na-

tional Bank (C. C. A. 10), 112 Fed. (2d) 692,

695;

Maryland Casualty Co. v. Dulaney (C. C. A. 5),

23 Fed. (2d) 378, 380;

Moran v. Guardian Casualty Company (App. D.

C), 76 Fed. (2d) 438, 439;

London & Lancashire Ind. Co. v. Endres (C. C.

A. 8), 290 Fed. 98, 102.

2. Appellant in loaning money to the contractor was

a mere volunteer.

Prairie State Bank v. United States, 164 U. S.

227, 41 L. E. 412, 416;

Henningsen v. U. S. F. & C, 208 U. S. 404,

52 L. E. 547, 550-551;

Belknap Hardzvare v. Ohio River Co. (C. C. A.

6), 271 Fed. 144, 147;
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Standard Accident Insurance Co. v. Federal Na-

tional Bank (C. C. A. 10), 112 Fed. (2d) 692,

695;

Farmers Bank v. Hayes (C. C. A. 6), 58 Fed.

(2d) 34, 37;

Moran v. Guardian Casualty Co. (App. D. C),

76 Fed. (2d) 438, 439;

Southern Surety Co. v. Holden (C. C. A. 8), 14

Fed. (2d) 411, 413;

American Bond Company v. Central Trust Co.

(C. C. A. 7), 240 Fed. 400, 402.

3. The relationship between a bank lending- money

and a contractor is merely that of debtor and creditor

even where a loan is made for the express purposes

of the job and the money actually goes into the job.

The lender obtains no rights against the surety because

money loaned by it was used to pay laborers and material-

men.

Tozvn of River Junction v. Maryland Casualty Co.

(C C. A. 5), 110 Fed. (2d) 278, 282;

Morgenthau v. F. & D. Co. (App. Div. D. C),

94 Fed. (2d) 632, 636;

Southern Surety Co. v. Holden (C. C. A. 8), 14

Fed. (2d) 411,413;

Moran v. Guardian Casualty Co. (App. D. C),

76 Fed. (2d) 438, 439.
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The Retained Percentages.

(a)

The Authorities.

Ever since the case of Prairie State Bank v. U. S.,

164 U. S. 227, 41 L. E. 412, it has been the unques-

tioned law that a surety upon a government construction

contract has a lien upon and is entitled to the retained

percentage in such a contract superior to any assignee

of the contractor, specifically including any bank which

has loaned money to the contractor, even where that loan

was for the express purpose of, and actually devoted to,

paying laborers and materialmen. (See numerous cita-

tions under VI. A., F. 3 this brief.)

Respondent admits this to be the federal rule saying,

page 40 of its brief: "In the Federal decisions, a broad

distinction is drawn between the rights of a surety in

'retained percentages' and 'progress payments,' which the

owner has made unconditionally to the contractor. In

the case of retained percentages, the surety is given the

right to reach the fund while it is still intact, identifiable,

and in possession of the owner or in citstodia legis.

However, progress payments paid to the contractor and

by him disbursed to bona fide creditors without notice,

are not, even under the most extreme Federal decisions,

held to be subject to the surety's claims." (Capitals

ours.

)

Apparently in the case of the retention percentages,

Appellant does not even contend for an exception in

favor of bona fide creditors without notice. However

that may be. Appellant was not such a creditor without



notice. Before it made the loans it knew that bonds

were required by law and that it was Respondent which

had written these bonds in the usual form. Appellant,

was therefore charged with notice thereof and of the

rights and obligations thereunder. (See subd. VI F. 1,

this brief.) Appellant also had actual knowledge that

the funds out of which it accepted repayment constituted

the final Government payment upon contracts.

The California law is the same as the federal law.

Adamson v. Paonessa, 176 Cal. 157, 162;

Castro V. Malcolm, 66 Cal. App. 635.

Both of these California cases are discussed in detail

subsequently in brief, subdivision VIII (c).

It is also noteworthy that Appellant does not cite

any case dealing with the retained percentages and such

cases as it does cite dealing with progress payments

expressly recognize the superior rights of the surety in

the retained percentages and base their decision on the

fact that such retained percentages were not involved in

the particular litigation.

(b)

Appellant Paid Itself Out of the Retained Percentages.

Appellant claims that the burden of proof rested upon

Respondent to establish that Appellant repaid itself out

of retention percentages rather than out of progress pay-

ments. Respondent is in error as to the burden of proof

with regard to the retained percentages. Laborers and

materialmen and the surety had a lien on these retention

percentages. As a matter of law, Appellant was charged

with notice of this lien. As Appellant knew that the
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payments to the contractor out of which it repaid itself

were the final payments, it also knew that as a matter

of law they included the retention percentages. Respond-

ent, therefore, has shown the receit by Appellant of

funds upon which Respondent as surety had a lien. It

has shown that Appellant knew at the time of the receipt

by it thereof that at least a portion of these funds were

impressed with such lien. The burden of proof as to

what disposition it made of these funds, therefore, rests

upon Appellant. It cannot say that because it com-

mingled them with other funds in its possession it is no

longer accountable for them. Respondent has sustained

the burden of proving the receipt by Appellant of funds

subject to a lien in Respondent's favor. Appellant has

not sustained the burden of proof thereupon cast upon

it to establish what became of those funds.

This rule, of course, stands to reason as the one so

commingling and having exclusive control of the funds

is the only one who can make such proof. If such per-

son has been improvident enough not to keep sufficient

records to make such proof, then the loss, if any, must

fall upon him, and not upon innocent third parties.

In In re F. & D. Co. (C. C. A. 2), 256 Fed. 73, the

court says, page 77:

"And there is no evidence in the record to show

that any of the chattels sold were placed in the

Madison Square Garden or in the Garden Theater

after the execution of the mortgage; and if there

were any such it is impossible to say what portion

of the lump price obtained for all the chattels rep-

resents the selling price of those obtained prior to

the execution of the mortgage as distinguished from

the price obtained for the chattels subsequently ac-
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quired. And we understand it to be the law of New
York that, where a person holding goods for the

account of another confuses those goods with his

own, so that they become inextricably mingled, the

owner of the goods so mingled may claim the entire

mass. (Citing authorities.)"

In Wright v. Elwood Ivins (C. C. Penn.), 128 Fed.

462, the court, after quoting authorities, says, page 463:

"The rule is thus stated in 6 Am. & Eng. Ency of

Law (2d Ed.) 598, note I:

" 'If a party having charge of the property of

another so confounds it with his own that the

line of distinction cannot be traced, all the incon-

venience of the confusion is thrown upon him who
produces it, and it is for him to distinguish his own
property, or lose it.' (Citing authorities.)

*'I think it is clear from these citations, and upon

reason, that, even although the confusion be inno-

cent, nevertheless it is a legal wrong to the party

whose goods are thus put beyond his reach, and

therefore that the tort feasor is bound to repair

his wrong as far as possible, and separate his own
goods from the mass, at the risk of losing them to

the innocent party."

In Great Southern Gas & Oil Co. v. Logan Natural

Gas & Fuel Co. (C. C. A. 6), 155 Fed. 114, the defend-

ant, under a claim of right thereto, commingled gas

from plaintiff's wells with gas from wells owned by

itself. In holding for the plaintiff the court held that

even conceding that the defendant's claim of right was
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made in good faith, it was bound to fully compensate

the plaintiff, and that the defendant having taken no

step by which it could account for the property of the

plaintiff, it must submit to every inconvenience in ascer-

taining the amount of that compensation and all reason-

able doubts must be resolved against it.

In First National Bank v. Henry (Ala.), 49 So. 97,

the court says

:

"The evidence shows without dispute, that the

bank commingled its own collaterals for other cot-

tons, to secure its own debts, with the collaterals of

any which it held to secure the debt of plaintiff, in

such a way that it was impossible to distinguish be-

tween them,—the one set from the other. In such

condition, all the collaterals became the property of

plaintiff to secure his debt. The principle has been

thus stated : 'When the trustee mixes the trust money

with his own, so that it cannot be distinguished what

particular part is trust money and what part is

private money, equity will follow the money by tak-

ing out the amount due the cestui qui trust. * * *

An agent is bound to keep the property of the prin-

cipal separate from his own. If he mixes it up with

his own, the whole will be taken, both at law and in

equity, to be the property of the principal until the

agent puts the subject matter under such circum-

stances that it may be distinguished as satisfactory

as it might have been before the unauthorized mix-

ture on his part. In other words, the agent is put to

the necessity of showing clearly what part of the

property belongs to him, and so far as he is unable to

do this, it is treated as the property of the principal

* * * It would be inequitable to suffer the fraud

or negligence of the agent to prejudice the rights of

the principal.' (Citing authorities.)"
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In Lightner Mining Co. v. Lane, 161 Cal. 689 the

defendants took ore from the vien of an adjoining pro-

prietor, both before and after the sale thereof by that

proprietor to the Lightner Company. The latter com-

pany then brought suit for the recovery of the ore taken

from the mine after they became the owner thereof. In

holding the burden was upon the defendant to establish

how much ore had been extracted after the company had

acquired the property as distinguished from ore taken

prior thereto, the court says, page 707:

"One of the instructions objected to was to the

effect that if the jury should find that the ore taken

by defendants from the Lightner mine was partly

extracted before the Lightner Company entered into

possession under its purchase and partly afterward,

the burden rested upon the defendants to show how-

much was taken before the entry and how much

was taken afterward, and that if defendants failed

to do so, then the plaintiff was entitled to recover for

the entire amount taken. In view of the facts found

this was not error. As we have seen, the plaintiff's

ore was taken by the defendants' employees in charge

of the mine, secretly and knowingly. It was wrong-

fully carried to defendants' mill, along with their own

ore, and indistinguishably mingled with that ore.

The doctrine of confusion of goods applies. 'It has

long been settled at the common law, that where

personal chattels, solid or fluid, are so mingled as

to have become undistinguishable by the wrongful

act of one owner, he cannot recover for his own
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proportion, nor for any part of the intermixture,

but the entire property rests in him whose rights was

so invaded.' (2 Schouler on Personal Property, sec.

47.) Under some circumstances he can obtain the

benefit of that proportion of the mass which was

originally his own. But it rests with him to show

the proportion which belongs to him. 'All the in-

conveniences of the confusion is thrown on the party

who produced it, and generally it is for him to dis-

tinguish his own property or lose it.' (Citing au-

thorities.)"

St. Clair v. Cash Gold, etc., 9 Colo. App. 235, 47 Pac.

466 involves a similar situation. The court says, page

469:

**The plaintiff was likewise entitled to an instruc-

tion which he asked with reference to the burden

of proof respecting the value of the ore which came

from the Bella. The defendants having taken the

ore by trespass, and mingled it with the ore to which

they were legitimately entitled, so that the plaintiff

was entirely unable to separate and distinguish and

estimate it, the burden was on them to show how

much came from the Bella and how much came from

the Cash to the satisfaction of the jury."

Pilgrim v. Grant, 9 Alaska 17, again involved a similar

situation and the court said, page 42:

"There is no evidence as to what percentage of

the ore mined was taken from underneath the Irish-
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man and what percentage was taken from under-

neath the Wasp. From the evidence it is apparent

that only a small portion was taken from underneath

the Wasp. The court is of the opinion that the

burden was on the defendants to show this, and if

the defendants have comingled the ore which be-

longed to the defendants and plaintiff with ore that

did not belong to the plaintiff, they are accountable

to the plaintiff for the whole of the ore."

In Samuel v. Holhrook, etc. Corp., 141 N. Y. S. 275,

156 App. Div. 485 (judgment affirmed in 215 N. Y. 641,

107 N. E. 1092), the court says, page 277:

"When, however, the plaintiffs demanded the re-

turn of the iron, it was plainly the duty of the de-

fendant to return it. The defendant had received

by mistake plaintiffs' property. It had mixed it with

its own property, so that its identity was lost. The

defendant had no right to the possession of the prop-

erty, or to retain it, when the true owner demanded

it, and certainly the defendant cannot justify a fail-

ure to return it upon the ground that it had appro-

priated the plaintiffs' property to its own use, and

in so doing had made such a use of it as rendered

its identification impossible; and certainly the plain-

tiffs could not be divested of their ownership of the

property because the defendant had used it so as

to prevent it being identified, and defendant cannot

excuse a failure to return because of the method

in which it had used or appropriated the plaintiffs'

property."
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See also:

Johnson v. Hocker (Tex. Civ. App.), 39 S. W.
406;

MacCausey v. Hock, 159 Mich. 570, 124 N. W.
570, 572;

Rust etc. Co. V. Isom (Ark.), 66 S. W. 434, 437.

When we were discussing the question of the Govern-

ment withholding claimed penalties we pointed out the

presumption was that it did so out of the progress pay-

ments. (Subdivision V. C. of this brief.) Appellant, how-

ever, cannot claim the benefit of a like presumption for

two reasons; first, because it expressly repudiates and de-

nies any right of laborers and materialmen, or the surety

in the retained percentage fund, and, second, because the

evidence shows that at least a portion of the retained

percentages must have been used to repay loans.

Appellant takes the flat position that it was privileged to

repay itself out of either or both funds. The very foun-

dation of the presumption that Appellant recognized the

rights of such laborers and materialmen and surety in the

retained percentages, and therefore paid itself out of the

progress payments, is destroyed by Appellant's own atti-

tude in the matter, and therefore in so far as Appellant

is concerned, the presumption vanishes from the case.

An examination of the schedule of Anderson's receipts

and disbursements [Tr. p. 76] shows that in fact a num-

ber of the loans made to Anderson must have been repaid



—41—

in whole or in part from the retained percentages, since

the total amount of loans repaid exceeds by the sum of

$3,985 that portion of the entire payment from the Gov-

ernment which represented the balance of progress pay-

ments and the total amount of loans, miscellaneous items,

personal expenses and bank balance exceeds such balance

of progress payments by the sum of ^6,333.86.

Even if Appellant had not expressly denied the rights

of laborers and materialmen and surety in the retained

percentage fund, any presumption that when making other

payments, it did not do so out of that retention fund, is

dispelled by the positive evidence to the contrary.

It must, therefore, be taken as established in this case

that Appellant received and paid itself out of the retained

percentage fund and that for that reason alone, the

judgment of the trial court must be affirmed under the

doctrine announced in Prairie State Bank v. U. S., 164

U. S. 227, 41 L. E. 412, affirmed in countless subse-

quent decisions, including Adamson v. Paonessa, 180 Cal.

157, 162.

The positive evidence in this case of what was done with

the funds received by Anderson coupled with the failure

of Appellant to produce evidence as to its disposition of the

funds which it commingled, supports the conclusion that

Appellant repaid itself out of the retained percentages. If

the court agrees with us in the foregoing, then a consid-

eration of the remaining features of this case becomes

unnecessary and the judgment in favor of Respondent

must be affirmed.
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VIII.

The Progress Payments.

(a)

Federal Decisions.

While Appellant does not expressly so say, Appellant

intimates that there is a conflict in the Federal decisions,

saying page 28 of its brief

:

". . . the most carefully considered Federal cases

give a surety no equitable rights under circumstances

similar to those present in the case at bar."

And again on page 40:

"In the Federal decisions, a broad distinction is

drawn between the rights of a surety in 'retained per-

centages' and 'progress payments', which the owner

has made unconditionally to the contractor. In the

case of retained percentages, the surety is given the

right to reach the fund while it is still intact, iden-

tifiable, and in possession of the owner or in custodia

legis. However, progress payments paid to the con-

tractor and by him disbursed to bona fide creditors

without notice, are not, even under the most extreme

Federal decisions, held to be subject to the surety's

claims."

Again we would point out that in this case Appellant

is not a creditor without notice. It had at least con-

structive notice of all rights acquired by reason of Re-

spondent having written its bonds, whether these rights

were in the retention percentages or in progress payments.

It knew the source of the funds out of which it accepted

repayment.
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but it happens that the effect of this conflict is immaterial

in the case at bar:

1. Certain Federal cases hold that there is no distinc-

tion between retained percentages and progress payments,

and that under all circumstances the surety has prior

rights to both.

2. Certain other Federal cases hold that there is a dis-

tinction between the retained percentages and progress

payments and that the surety has a prior right to the re-

tained percentages and to progress payments still in the

hands of the Government at the time of the default of

the contractor, but deny that the surety has this prior right

to progress payments fully earned and thereafter actually

paid to the contractor or to specific payments assigned by

him after they had become fully earned and prior to any

default.

No case cited by Appellant and no case which we have

read holds that the surety does not have a prior right to

progress payments in the hands of the Government at

the time of the default of the contractor, and not thereto-

fore assigned by him to anyone other than the surety, ex-

cept the case of Maryland Casualty Co. v. Lincoln Bank &
Trust Co., 40 Fed. Supp. 782, which was, of course, a de-

cision of a single District Court Judge, is in itself an un-

satisfactory decision and is contrary to all other authori-

ties. The case is discussed under Subd. VIII (d) of this

brief.

The Prairie State Bank case involved retention per-

centages and was followed by the case of Henningsen v.

U. S. F. & G. Co., 208 U. S. 404, 52 L. E. 547, which

involved not only the retained percentages, but also prog-
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ress payments, and extended the doctrine of the Prairie

Bank case to such progress payments, a fact which is spe-

cifically pointed out in Lacey v. Maryland Casualty Co,

(C. C. A. 4), 32 Fed. (2d) 48, 52, wherein the court

says:

*'In the case of Henningsen v. U. S. Fidelity &
Guaranty Co., 209 U. S. 404, 28 S. Ct. 389, 52 L.

Ed. 547, no distinction whatever was made with re-

gard to retained percentage, but the surety was held

entitled to a prior equity on a general balance due

under a contract, in preference to a bank holding an

assignment from the contractor."

See, also, First National Bank v. City Trust Co. (C. C.

A. 9), 114 Fed. 529, wherein the court held that the

controlling feature was not whether retained percentages

or progress payments were involved but whether or not

the monies were still in the hands of the Government at

the time of the contractor's default.

Then came Hardaway v. National Surety Co., 211 U.

S. 552. This case again involved a Federal project. The

contractor having become insolvent, the surety sued for

an injunction against the Government restraining it from

paying the assignee of the contractor. The court ordered

the surety to pay into court the amounts of its liability,

which the surety contended was the penalty of the bond

less the entire amount due upon the contract. The Su-

preme Court upheld the contention of the surety, despite

the fact that those advancing money had not actually

loaned it to the contractor but had undertaken to furnish

and had furnished the superintendence and money neces-

sary to complete the job and had made all payments di-

rectly to laborers and materialmen.
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Martin v. National Surety Co. (C. C. A. 8), 85 Fed.

(2d) 135. Certiorari granted. Opinion in Supreme Court

300 U. S. 588, 81 L. Ed. 822.

This case involved a Federal project. The contractor

failed to pay for labor and materials. He assigned his

right to payments from the Government to Martin, who

advanced money for use in the job, though some may not

have been so used. Martin, however, had been at the

time of the issuance of the bond an employee of the surety

company and had, in fact, written the bond without au-

thority from the company. This action of Martin caused

his discharge from the company. Following his discharge

from the company he entered into an agreement with the

contractor to advance moneys for the job in exchange for

an assignment of the contractor's rights to payments

therefor. The Government made its final progress pay-

ment to Martin under a power of attorney from the con-

tractor, but retained the retention percentage. There were

unpaid labor and material claims, which, however, the

surety had not yet paid. Thereafter the surety brought

suit to restrain the Government from making payment of

the retention percentages to Martin, and to compel Martin

to pay into court the final progress payment he had re-

ceived. In both the Circuit Court of Appeals and the

Supreme Court the surety prevailed. In the Circuit Court

of Appeals it was held that the surety, having actually

made no payments, had no title to the progress payment

or the retained percentages, and that at most it had the

right to have both applied to the payment of claims for

which the surety would become liable, which claims if

paid by it would give the surety a superior right to the

funds by means of subrogation. It was, therefore, held

necessary to determine the equitable rights of laborers
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quotes from U. S. F. & G. v. Sweeney (C. C. A. 8), 80

Fed. (2d) 235, 238, that laborers and materialmen have

an equitable right in unpaid moneys at the time the con-

tract is completed, and the surety, on payment of the same,

became subrogated to these rights, the subrogation dating

back to the date of the bond. It was further held that the

Sweeney case did not apply merely to retained percentage,

but also applied to progress payments. It was further

held that the fact that Martin had actually received the

payments from the Government was immaterial, as pro-

gress payments might be followed, if in equity they be-

longed to laborers and materialmen.

The court states that there is authority for the propo-

sition that laborers and materialmen have no rights supe-

rior to those of general creditors of a contractor in any-

thing due the contractor, except perhaps retained percent-

ages. The cases cited in support of this statement, how-

ever, do not support it. In the Third National Bank case

the basis of the decision was that the bank paid off la-

borers and materialmen directly and by virtue of assign-

ments from them stood in their shoes and, consequently,

had superior rights to the surety. In the Kane case, it

does not appear that the contractor was in default when

the payments were made to the bank. On the contrary

the inference is that the default occurred after the making

of these payments. In the F. & D. Co. case the basis of

the decision was that the surety had received the pay-

ments and voluntarily turned them over to the contractor.

The Riverview State Bank and American Surety Com-

pany cases both involve merely retained percentages and,

of course, the majority opinion in each held in favor of

the surety.
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The court, moreover, specifically refused to follow these

decisions.

In the Supreme Court the decision was based upon a

different ground, namely, that Martin at all times had

full knowledge of the rights of the surety, the condition

of the contractor and the existence of unpaid labor and

materialmen's claims and that, therefore, he received the

payment from the Government subject to the rights of the

surety. The Supreme Court expressly refuses to affirm

or disaffirm the reasoning of the Circuit Court of Ap-

peals, stating, page 300 U. S. 598, 81 L. E. 827,

"We conclude that Martin's interest in the suit was

correctly held to be subordinate to the interests of

other claimants. Without denying the possibility of

arriving at the same conclusion through other ave-

nues of approach, we follow the pathway that has

been marked in this opinion."

Somewhat similar facts have been considered three

times by this court. In Street v. Pac. Ind. Co. (C. C. A.

9), 79 Fed. (2d) 68, the contractor had entered into a

contract with the City of Alameda. The surety took an

assignment of the proceeds in connection with the issuance

of its bonds. The contractor became in financial difficul-

ties and the surety took over the completion of the job.

The contractor went into bankruptcy. The County paid

the surety the entire contract balance. The surety paid

off labor and material claims. The Trustee in Bankruptcy

claimed the amount so paid to laborers and materialmen

on the ground that as the latter had not filed stop notices

provided for by the State law, their rights were merely

inchoate and neither they nor the surety, as the subrogee,

was entitled to the fund. The Trustee admitted that in
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the long run this money should be paid to the surety but

contended that the County should have paid him as Trus-

tee first, and then that the surety should have filed its

claim in the bankruptcy proceedings.

The contentions of the Trustee were rejected, the court

holding that even if the laborers and materialmen merely

had an inchoate lien, the surety by paying them was sub-

rogated thereto and entitled to the fund as against the

contractor's trustee in bankruptcy. Incidentally, the court

also specifically holds, page 70, that the rights of the

surety related back to the date of the issuance of its bonds,

and that its subrogation rights did not depend upon an

assignment to it by the contractor.

First National Bank v. City Trust Co. (C. C. A. 9),

114 Fed. 529, again involved a State project. It was

held that a surety who had completed a job and paid

laborers and materialmen prior to the abandonment of the

job by the contractor was entitled as against the bank loan-

ing money, to the entire amount due to the contractor for

work done by him and not merely to the retained percent-

ages. The surety's right was upheld against the bank,

though the bank had taken an assignment and this assign-

ment actually antedated the issuance of the bonds. The

basis of the holding in this respect was that the bank

could have no greater right than the contractor who as-

signed it. The case further states that the controlling

principle was not whether the moneys involved were re-

tained percentages, or progress payments, but that the

money was still in the hands of the City at the time of

the default.

Reid V. Pauley (C. C. A. 9), 121 Fed. 652. This in-

volved a State project. The contractor completed the con-

tract and sued the County for the balance due him. La-
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judgments against him. They then sued the surety of

his surety and recovered judgment. The said surety of

the surety paid the judgment. The contractor was ad-

judged bankrupt and his trustee recovered $28,000 from

the County. The surety of the surety sued this trustee

for this $28,000, but admitted that some $13,800 were

proper costs of the trustee in obtaining the $28,000. The

surety, however, claimed the balance of nearly $15,000,

then in the hands of the trustee in bankruptcy of the con-

tractor. The $28,000 apparently represented the retention

percentage. It was held that the surety was entitled to the

money as against general creditors of the contractor.

Turning now to other decisions of the Circuit Courts

of Appeal we find the case of Cox v. New England

Equitable (C. C. A. 8), 247 Fed. 955, to be directly in

point. It involved a Federal project, which the contractor

completed, leaving unpaid laborers and materialmen. These

the surety paid. The contractor was indebted to a bank.

The Government, without the knowledge of the surety,

paid the contractor in full. The contractor deposited the

payment in the bank. He then allowed the bank to take

the money so paid him in cancellation of his indebtedness

to the bank. The contractor's trustee in bankruptcy re-

covered the money from the bank. It was held that the

surety was entitled to recover the money from the trustee,

the court saying (p. 957) :

"We are of the opinion that the $4,500 now in

the hands of the trustee is clearly the identical fund

paid by the government to the contractor, and if the

appellee had a lien upon it while the government had

it, such lien has not been lost, as the fund is fully and

accurately traced to the hands of Cox, trustee. So
far as the questions of subrogation are concerned, the
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doctrine on that subject 'is not founded on contract,

but has its origin in a sense of natural justice' (citing

authorities).

"But we have reached the conclusion that, aside

from a specific consideration of any of these ques-

tions, excepting the tracing, existence and identity of

the fund, the surety company is entitled to an equi-

table lien upon the fund for all sums paid for labor

and materials upon the Bonham Building" (citing

many cases, including the Prairie State Bank, Hen-
ningsen and Hardaway cases above).

"Without passing upon the question whether there

is any conflict between this holding and that of the

Supreme Court of Iowa . . ., if there is a con-

flict, that case should not be followed by this court in

view of the great weight of Federal authority on the

subject."

The Cox case has been cited and followed in a large

number of later Federal decisions.

In the trial court. Appellant endeavored to distinguish

the Cox case and several other similar cases, wherein the

money was held by a trustee in bankruptcy on the ground

that the money therein involved was in the hands of such

trustee. While Appellant does not mention any of these

cases in its opening brief, or draw any such distinction,

it is possible that it will endeavor to do so in its reply

brief, which we will have no opportunity to answer in

writing.

Appellant contended that in the Cox case since the

money therein involved was in the hands of a trustee in

bankruptcy it must therefore have been recovered by such

trustee as voidable preference. From this defendant ar-
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gues that the defendant must have had knowledge of the

impending insolvency of the contractor or the payment

to it would not have constituted a preference.

This argument is fallacious for several reasons, in-

cluded in which is the fact that the money had been paid

to the trustee as the result of a compromise of certain liti-

gation. Therefore, it was not definitely established that

the bank had received the voidable preference, but whether

or not this is so, the decision of the Circuit Court of Ap-

peals in the Cox case was in nowise based on the fact

that the money was held by a trustee in bankruptcy or

upon any knowledge or lack of knowledge on the part of

the bank of any insolvency of the contractor. The basis

of the decision in the case was simply that the surety had

a lien on the final payment (which included both the re-

tained percentage and the final progress payment), and

that this lien entitled the surety to recover, subject only

to the condition that the fund could be traced into the

possession of the person then holding it, which, of course,

could be done, since that person was in fact a trustee in

bankruptcy.

Again the Cox and other cases involving a trustee speci-

fically hold, that even where such trustee in bankruptcy of

the contractor had recovered the payments to the bank as

unlawful preferences, the surety is entitled to all of said

moneys to the complete exclusion of the bank even as a

general creditor of the contractor. Necessarily, there-

fore, had bankruptcy not intervened the surety could also

have recovered these funds from the bank, since the

surety's right to the fund was based upon its equitable

lien thereon and not upon any provision of the bankruptcy

laws.



—52—

Either the surety had a prior right to the fund, or it

had not. If it had such prior right, then it could recover

that fund no matter by whom it was held, so long as it

was identifiable. If, on the other hand, the surety did not

have a prior right to the fund, then upon its recovery by

the trustee in bankruptcy from the bank as a preference

to that bank, both the bank and the surety would be gen-

eral creditors of the bankrupt contractor and entitled to

share proportionately in this fund, as well as in all other

assets of the contractor.

The cases, therefore, holding the surety entitled to re-

cover from the contractor's trustee in bankruptcy, whether

or not he in turn has recovered from the bank as a prefer-

ence, necessarily hold that the surety would likewise be en-

titled to recover from the bank whether or not bankruptcy

had intervened. Such cases in addition to the Cox case in-

clude Reid V. Pauley (C. C. A. 9), 121 Fed. 652; In re Sco-

field (C. C. A. 2), 215 Fed. 45; American Bonding Co.

V. Central Trust Co. (C. C. A .7), 240 Fed. 400; Lon-

don & Lancashire Ind. Co. v. Endres (C. C. A. 8), 290

Fed. 98; Glades v. Detroit F. & G. Co. (C. C. A. 5), 57

Fed (2d) 449.

Again, in the case of U. S. F. & G. v. Bank of Brew-

ton, 4 Fed. Supp. 272, cited by Appellant to the trial

court as factually similar to the case at bar, the money

was still in the hands of the bank and, nevertheless, the

surety was held entitled to recover that money as against

the bank.
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Finally, on this point we will quote from the Martin

case (81 L. E. 825), wherein, in affirming the right of the

surety to the fund as against the contractor's assignee,

the court says

:

"The case is to be viewed as if Tobin had received

the warrant, had put the proceeds in his bank, and

had paid them afterwards to Martin."

The only significance arising from the fact that the

bank was no longer in possession of the moneys paid to

it concerns the question of whether the moneys were

identifiable and traceable. If the bank was still in the

possession of the moneys or if they had passed to a trustee

in bankruptcy, a receiver or the like, the moneys are

identifiable and traceable. If, however, they have passed

into the possession of others than those who stand in the

shoes of the bank, they may not be identifiable and trace-

able.

In London & Lancashire Indemnity Co. v. Endres (C.

C. A. 8), 290 Fed. 98, the work was completed and final

settlement was made with the contractor. The surety

was obliged to pay labor and materialmen's claims. More

than a year later Congress passed an additional appro-

priation for the job because of its unexpectedly high cost.

The contractor assigned this appropriation to the bank for

the benefit of his creditors. The contractor having been

adjudged bankrupt, the government paid this appropria-

tion to his trustee in bankruptcy. The surety filed a claim

in bankruptcy, claiming priority of right to this fund.

Obviously, this fund can in no wise be considered as a re-

tained percentage under the contract. It was held that the

surety was entitled to this fund as against the creditors

of the contract.
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Maryland Casualty Co. v. Diilaney (C. C. A. 5), 23

Fed. (2d) 378. Durini^^ the course of the work the con-

tractor entered into an agreement with the bank whereby

the latter was to loan him sufficient moneys to pay la-

borers and materialmen. The bank took an assignment

of funds to become due the contractor and notified the

board of supervisors thereof. The surety had no knowl-

edge of this assignment. When the contractor paid la-

borers and materialmen he took from them assignments of

their claims in favor of the bank. Upon completion of

the work, there were outstanding labor and material

claims. The suit involved the respective rights of the

surety and the bank in various payments made by the

highway department, including both progress payments

and retention percentages. The court held that the bank

w^as not entitled to any of these; that since the law

required a bond, the bank had imi^lied knowledge

that there was a surety and of its rights and ob-

ligations under the contract; that the surety's rights

related back to the date of the bond; that the bank was

not entitled to recover even the progress payments, as it

could not acquire anything by assignment from the con-

tractor unless the contract resulted in a profit, and that the

bank acquired no rights by virtue of the assignments taken

by it from laborers and materialmen, as, in fact, the pay-

ments to such laborers and materialmen were merely pay-

ments by the contractor out of moneys borrowed from the

bank by the contractor.

Exchange State Bank v. Federal Surety (C. C. A. 8),

28 Fed. (2d) 485. The contractor failed to complete the

work, which was completed by the surety. A bank had

loaned money for use on the job and had taken assign-

ments from laborers and materialmen, paid with funds
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coming from the bank. The District Court held that the

bank's rights were superior to those of the surety as to

the claims of those laborers and materialmen from whom
the bank had obtained assignments, but that the surety

was entitled to the remainder of the fund. The surety

did not appeal from that portion of the judgment granting

superior rights to the bank as to the claims of laborers

and materialmen from whom the bank had obtained as-

signments. The bank did appeal from that portion of the

judgment awarding the remainder of the fund to the

surety. The judgment of the District Court was affirmed.

Of course, in the case at bar, the bank did not take any

assignment either from Anderson or from any laborers

and materialmen.

Moran v. Guardian Casualty Co. (App. D. C), 76 Fed.

(2d) 438. The contractor defaulted and the United States

terminated the contract. Various persons brought suit,

claiming to be creditors of the contractor and asking for

the appointment of a receiver. The United States paid

the money to the receiver. An assignee bank intervened,

as also did the surety, claiming that it had paid for labor

and materials. It was held that the surety was entitled

to recover the money paid to the receiver, in that the

surety had an equitable right or lien on the fund from the

date of its bond; that the surety's priority existed even

though the bank advanced moneys which were used in the

prosecution of the work; that the bank was a mere volun-

teer, and that it was presumed to have acted with knowl-

edge of the rights of the surety.

In Town of River Junction v. Maryland Casualty Co.

(C. C. A. 5), 110 Fed. (2d) 278, the contract provided

that towards the end of each month an estimate should

be made for labor and material for that month. Ninety
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per cent, of this was to be paid to the contractor by the

fifteenth of the following month. Up to June 28, 1937,

the contractor had not defaulted in his contract, and paid

all laborers and materialmen when due. He then sub-

mitted his June estimate, but this could not be paid be-

cause of lack of funds. The contractor then borrowed

from a bank $4,000, and later two additional sums each

of $400, giving- the bank his notes therefor. The $4,000

note was dated June 28, 1937. This note was secured

by an assignment dated June 28, 1937, of the "J^^^^^ esti-

mate check". The bank immediately gave notice of the as-

signment to the Town of River Junction. In August,

the contractor defaulted in the paying of certain material

bills, and the Town called upon the surety to complete the

job. The surety completed the job and paid labor and

materialmen's claims in the sum of $20,194.68. The

final estimate of the contractor was made on October 8th

and showed that there was due him $17,964.10. The

Town of River Junction had on hand $15,805 due under

the contract, of which $8,200 represented the retained

percentage and $7,605 progress payments. In the follow-

ing May the Town paid the bank $5,105, being the pro-

ceeds of the June estimate and being the amount of the

bank's loans to the contractor, with interest thereon. In

so doing, the Town took an indemnity agreement from the

bank. The surety instituted suit to compel the Town to

pay it the full $15,805. The Town and the bank an-

swered separately, each setting up as a partial defense the

above payment of $5,105 paid to the bank under the as-

signment from the contractor of the proceeds of the June

estimate. The trial court granted a motion to strike this

part of the answer, on the theory that the payment to the

bank constituted no defense as against the surety. By a

divided court of two to one, the Circuit Court of Appeals
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reversed the decision of the trial court, holding that the

bank had the right to retain this $5,105. The dissenting

opinion was to the effect that the surety had a prior right

to this money. The basis of the majority decision was

as follows:

1. The surety has a lien on the retained percentage

under such a contract.

2. Progress payments belong to the contractor after

they have been fully earned by him, that is if they are

fully payable before he becomes in default.

3. The bank obtained no subrogation rights against the

surety merely because of the application of its money to

the payment of laborers and materialmen.

4. There is an implied obligation on a contractor not

to divert money from the job, and this obligation may be

enforced in equity.

5. The assignment to the bank conveyed to it no

greater rights than the contractor then had.

6. The rights of the parties, therefore, were to be

determined as of the date of the assignment.

7. On the date of the assignment the contractor was

not in default and had fully earned the June estimate.

8. It was the fact that this assignment was given to

the bank , after the particular payment had been fully

earned and before default, plus notice of the assignment

given by the bank to the Town, which gave the bank a

prior right to the fund.

9. Had the contractor been in default when the June

estimate became payable, it would not have been fully

earned and the surety would have had a superior right to

the monies it represented.
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In connection with this case we would also call the at-

tention of the court to the case of Maryland Casualty

Co. V. Board of Water Commissioners (C. C. A. 2), 66

Fed. (2d) 730, where the same distinction is made as to

progress payments before and after default.

Farnsworth v. Electric Supply Co. (C. C. A. 5), 112

Fed. (2d) 150. In this case it was held that a material-

man receiving money from a contractor, with knowledge

that it was received by the contractor on a particular job,

must apply it to indebtedness due on that job, even though

the contractor owed the materialman older debts on ac-

count of other work. The basis of the holding was that

there was an implied obligation on the contractor not to

divert money from the job, which obligation may be en-

forced in equity, and that a materialman taking under the

contractor obtains no better rights to the fund than the

contractor and is subject to the same equitable obligation

to apply the payments to the particular job covered by the

contract.

In Standard Accident Co. v. Federal National Bank

(C. C. A. 10), 112 Fed. (2d), at page 695, the court

says:

"While this right of subrogation accrued when

Standard fully performed the construction contract,

it related back to the date it entered into the con-

tract of suretyship. Hence, it was prior in time

and right to the rights of the Bank under its assign-

ment, and it could not be cut off by an intermediate

assignment of Joyce to the Bank.

"The equities of Standard are superior to the

Bank's not only because Standard's right to subro-

gation is prior in time, but also because it acted

under compulsion of its contractual obligations and
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the Bank acted voluntarily in advancing the funds,

and notice of the suretyship contract was imputed

to the Bank. It is charged with knowledge that

public contractors are required to give bond condi-

tioned for the performance of their contracts by

§10095, O. S. 1931, 69 Okl. St. Ann. §48.

"This right to subrogation is not dependent upon

the contractual provisions found in the application

for the bond. It arises independently of contract by

operation of law under familiar principles of equity."

In Farmers Bank v. Hayes (C. C. A. 6), 58 Fed. (2d)

34, the court says, page 37:

"We find no merit in the bank's contention that it

is subrogated to the rights of laborers and material-

men whom Hayes may have paid out of moneys bor-

rowed from it. The bank was under no compulsion

to pay for labor or material under any contract with

Hayes. If it made such payments it did so as a

mere volunteer, and acquired no lien thereby."

(b)

No Conflict in the Decisions.

Despite defendant's intimation to the contrary, there is

no conflict in the decisions on any point involved herein.

They uniformly uphold the following rules:

(1) The rights of the surety in the retention percent-

ages are absolute.

(2) The rights of the surety to the progress payments

depend on whether such payments were fully earned by

the contractor and thereafter were paid to or assigned by

him:

(a) If, before any default by the contractor, the

particular progress payment had become fully earned
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and thereafter was either paid or assigned by the

contractor, the surety has no rights therein irrespect-

ive of any later defauh on the part of the contractor,

but

(b) If a defauh occurs before the particular

progress payment has been paid to or assigned by

the contractor then such progress payment was not

fully earned at the time of such payment or assign-

ment and the surety's rights therein are superior to

those of the contractor, his assignees or anyone to

whom the contractor pays the money, except the

actual laborers and materialmen themselves.

In the present case there was no assignment to Appel-

lant and the defaults occurred before payment to the con-

tractor [F. IV, Tr. 89, F. XI, Tr. 91.] Respondent's

rights as surety therein are therefore superior to those

of Appellant.

(c)

California Decisions.

While we are convinced that under the decision in Hen-

ningsen v. U. S. F. & G. Co., 208 U. S. 404, 52 L. E.

547, such is not the case, even if this case should be

governed by California law, rather than the Federal deci-

sions, the result is the same. Appellant cites, pages 21-22,

the case of Adamson v. Paonessa, 180 Cal. 157. In that

case the contract was for work for the City of Colton

under the California Improvement Act of 1911. The con-

tractor executed assignments to both the surety and to

one Lloyd, who had advanced him money. Both assign-

ments were valid from their inception as there was no

state law similar to the Federal statute rendering such
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assignments void until payment had been made by the

governmental body to the contractor. Lloyd gave the City

notice of his assignment; the surety failed to do so. The

case, therefore, involved priority amongst different as-

signees, and it was held that the assignee first giving

notice of assig^nment obtained priority (p. 163). The case

at bar does not involve different assignments. There was

no assignment to Appellant, and Respondent surety could

not have given notice to the Government of the assign-

ment to it, since such assignment had no validity until

the Government had paid the money to Anderson. {Mar-

tin V. National Surety Co., 300 U. S. 588, 81 L. E. 822.)

Again in the California case, the method of payment

was that the contractor was paid directly by property own-

ers whose property had been assessed for that purpose,

each paying for himself his own assessment, so that es-

sentially each payment was one by each property owner

directly to the contractor (p. 161).

Because of this feature of the case, the court distin-

guishes the situation from that involved in the Prairie v.

National Bank case, saying, page 161

:

'Tt is manifest that under such circumstances there

is no single fund out of which the contractor is to

be paid, and it is likewise clear that in view of the

fact that payment may be made to the contractor

without the interposition of the city treasurer or any

other city official or common conduit of payment, any

right to have moneys or bonds coming to a contrac-

tor retained in order to meet claims against the con-

tractor would be quite impracticable. The act pro-

vides no machinery by which the amount to be re-

tained from the payment by the property owner can

be ascertained or he be notified of the amount he is to

retain." ,
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The court then refers to general State mechanic's Hen

law and continues, page 162:

"This provision is clearly applicable only to cases

where the contractor is to be paid either by the owner

of the property upon which the work is done, or by

the person, public or private, by whom the contract

was made. It cannot be applied where payment is

not to be made in that manner, but is to be made
by a number of different persons not parties to the

contract, each of whom pays independently his sepa-

rate share of the amount due.

"Right here also lies the difference between the

present case and the line of authorities cited by ap-

pellant's counsel, beginning with Prairie State Nat.

Bank V. United States, 164 U. S. 227, (41 L. Ed.

412, 17 Sup. Ct. Rep. 142.) In those decisions the

facts are essentially the same as in this, with the

exception that either by statute or by the contract

itself, a fund was in effect reserved for the benefit

of materialmen and laborers whom the contractor

might fail to pay. In other words, the materialmen

and laborers had a right as against a certain fund

in addition to any recovery against the contractor or

his surety. Under such circumstances if the surety

paid their claims he would be subrogated to their

rights against such fund. Such, however, is not the

case here, as there is no fund against which the ma-

terialmen and laborers have a right."

In so far as the above California case is in point at

all with the above litigation, it is directly in favor of

Respondent's contentions rather than those of Appellant.

Appellant next cites the case of Los Angeles, etc. Co. v.

Coast Construction Co., 185 Cal. 586, 592. The court

expressly points out (pp. 590-591) that the situation
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son V. Paonessa case, and expressly follows the decision

in that case (page 592).

Appellant also cites (p. 26 its brief) the case of Mary-

land Casualty Co. v. Shafer, S7 Cal. App. 580, which

case, however, expressly holds that laborers and material-

men and the surety do have a lien in the retained per-

centages.

The latest California case which we have been able to

find dealing with a public improvement project is the

case of Castro v. Malcolm, 66 Cal. App. 635. In this

case the contract was with the County of Kern. The law-

did not require the contract to provide for a retention

fund and progress payments, but this was held immaterial

as the contract did so provide (p. 644). An agreement

was entered into between contractor and the Coast Con-

struction Company whereby the company would advance

certain moneys for the purpose of enabling the contractor

to carry out the contract and in fact, the company did

loan him the sum of $32,284.65. As security for such

loans the contractor assigned the company all moneys that

might become due or payable to him under the contract.

It does not appear that there was any assignment from

the contractor to the surety. The contractor also en-

dorsed an assignment to the company on the warrant rep-

resenting the 5th progress payment, which was then still

in the hands of the County. What was done with the war-

rant thereafter does not appear. The controversy in-

volved this fifth progress payment. The contractor left a

large number of labor and materialmen bills unpaid. No
additional moneys were advanced by reason of the assign-

ment endorsed on the warrant and the court held that so
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stood in the position of a general creditor. Of course,

in the case at bar there was an assignment to Respond-

ent, but there was no assignment to Appellant. Appellant,

therefore, also stood in the position of a general creditor

with regard to the moneys it had advanced. Likewise, at

the time Appellant herein accepted repayment it parted

with no new consideration therefor. Despite the apparent

absence of any assignment to the surety, the court held

the surety entitled to this progress payment, specifically

distinguishing the Adamson v. Paonessa and Los Angeles

Rock & Gravel Co. v. Coast Construction Company cases,

above, as follows, saying, page 641

:

jc.

"These cases, however, have no application to the

issues presented to this court for decision. In those

cases the contracts were awarded under the provi-

sions of The Vrooman Act. (Stats. 1885, p. 147)

or the Improvement Act of 1911 (Stats. 1911, p.

730), contain no provisions as to the retention of

any portion of the contract price, and also were in-

stances in which the contracting parties had no rights

in any portion of the amount agreed to be paid to

which a surety upon performance could be subro-

gated."

The court then points out that in the case then under

consideration under the terms of the contract the County

had the right to withhold 25% of the contract price and

also had the right, in the event of default by the contrac-

tor, to withhold payments from him. In the case at bar

the United States Government not only had, but did exer-

cise both rights. The court then (pp. 643, 644) cites a

number of Federal decisions upholding the prior right of
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the surety to the fund in controversy. Thus the court

says at pages 643, 644

:

*To the same effect is the case of First Nat. Bank

of Seattle v. City Trust, etc., 114 Fed. 529 (52 C.

C. A. 313). In that case the rights of the surety on

account of moneys advanced by it to discharge claims

for unpaid labor and material were held paramount

to that of the bank which founded its claims upon

money loaned to the contractor, which likewise went

into the contractor's general banking account.

"In In re McGarry & Son, 240 Fed. 400 (153 C.

C. A. 326) it is held: 'That the surety, on payment

of labor and material claims, was subrogated and

that its equity attached as of the date of the bond,

cind that a mere volunteer's rights would be subject

to those of the surety who pays the labor and material

bills.' (Citing Prairie State Bank v. United States,

164 U. S. 227 (41 L. Ed. 412, 17 Sup. Ct. Rep. 142,

see, also, Rose's U. S. Notes).) In that case it was

held that the rights of the surety on account of

moneys paid for materialmen and labor were superior

to those of an assignee of the contractor. In that

case it was also held that the fund under the contract

was for a particular class of creditors to which class

the assignee did not belong. This is true of the case

at bar."

The court then cites an Oregon case to the same effect

and continues on page 644:

"The federal cases, heretofore cited, are supported

by the decision in the case of Prairie State Bank v.

United States, supra. Whether the law required

the retention of twenty-five per cent is wholly imma-

terial as the contract of which all parties had notice

so specified."
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teresting since they show that we are correct in our state-

ment that there is no difference between the California

law and the rules as laid down by the Federal courts.

The court then refers to the case of Maryand Casualty

Company v. Shafer, 57 Cal. App. 580, saying at page

645:

"This case also shows the difference in the appli-

cation of the principle or rule of law relating to the

rights of the parties where the party contracting for

the work has control of the fund and may lawfully

contract to reserve a certain percentage thereof and

cases in which no such power exists. In one case

the rights of the sureties can and will be protected;

in the other it is found impossible so to do."

The last two cases {Maryland v. Shafer and Castro

V. Malcolm) have been expressly followed by this Court

in Street v. Pacific Indemnity Co. (C. C. A. 9), 79 Fed.

(2d) 68, 69.

As has been noted the above case merely involved the

rights of the surety arising out of the issuance of its

bond and the payment of laborers and materialmen. In

the case at bar, Respondent claims not only by virtue

of these rights, but also by virtue of the assignment to it.

Again we point out that this is not a case of successive

assignments where a subsequent assignee parted with

valuable consideration without notice of the prior assign-

ment and then was the first to give notice to the debtor

of the assignment. It is simply a case where Anderson

assigned certain moneys and thereafter gave to Appellant

these moneys which no longer belonged to him but on the

contrary belonged to Respondent herein. Respondent can
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recover such money just as the owner thereof could re-

cover any other property of which Anderson (not being

the owner) might have attempted to dispose.

Thus, it is said in Burkett v. Doty, 176 Cal. 89, at

page 92

:

''The assignment is not an executory contract. By
its terms it 'assigns' the notes to the plaintiff. To
'assign,' in ordinary legal usage, as applied to choses

in action, is to transfer the title or ownership. A
chose in action may be transferred by the owner.

(Civ. Code, sec. 954.) 'A gift is a transfer of per-

sonal property, made voluntarily, and without con-

sideration.' (Civ. Code, sec. 1146.) 'Transfer is an

act of the parties, or of the law, by which the title

to property is conveyed from one living person to

another.' (Civ. Code, sec. 1039.) 'A transfer vests

in the transferee all the actual title to the thing

transferred which the transferrer then has, unless

a different intention is expressed or is necessarily

implied.' (Civ. Code, sec. 1083.) 'The interest in-

tended to be transferred is, under section 1054 of

the Civil Code, vested in the transferee upon the

donor's delivery of the grant.' (Citing authorities.)"

Again, in Mclntyre v. Hauser, 131 Cal. 11, the court

said, page 13:

"Upon the foregoing state of facts the question is

presented, To whom did Hauser owe the money at

the date of the garnishment? If he owed it to Brown,

then he is liable in this action. If he owed it to the

mortgagees, he is not liable. There can be but one

answer to this question. * * * Certainly, there

was ample consideration for such an agreement, and

that agreement constituted an equitable assignment

by Brown to them of the money due from Hauser.
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The fact that this plaintiff knew nothing of the trans-

action is immaterial, and likewise it is immaterial if

Hauser knew nothing- of it. If the mortgagees could

have sued Hauser for the money and recovered, then

he owed Brown nothing, and this plaintiff secured no

rights by his garnishment. The moment the sale

was made of the cattle the amount due from Hauser

became a chose in action, and was assignable by

Brown. It is elementary that an assignment of a

chose in action takes precedence over a subsequent

garnishment (Walling v. Miller, 15 Cal. 38), and as

to the particular facts which constitute an equitable

assignment it is only necessary to refer to the early

case of Pope v. Hiiih, 14 Cal. 403."

We, therefore, submit that whether the Federal deci-

sions are controlling in this case, as we contend they are,

or whether California law is applicable and whether Ap-

pellant be deemed to have repaid itself out of the re-

tained percentage or the progress payments or partially

out of each, Respondent has a prior right to the moneys in-

volved herein and the judgment of the trial court must be

affirmed.

(d)

Authorities Cited by Appelant.

On pages 28 and 30 of its brief Appellant cites the

cases of Kane v. First National Bank, 56 Fed. (2d) 534

and Third National Bank v. Detroit Fidelity & Surety

Co., 65 Fed. (2d) 548. Both of these cases are from

the Fifth Circuit, that is, the same Circuit which has

definitely laid down the rules for which we contend in

the much later case of Town of River Junction v. Mary-

land Casualty Co., 115 Fed. (2d) 278, previously dis-

cussed by us at length. If these cases cited by Appellant

held to the contrary, they would be no longer authoritative.
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However, both of these cases involved State, and not

Federal jobs, and were, therefore, governed by the State

law and not the Federal decisions.

Again, in the Kane case, it does not appear that the con-

tractor was in default when the payments were made to

the bank. On the contrary, the inference is that the de-

fault occurred after the making of these payments.

In the Third National Bank case, the bank made the

payments directly to the laborers and materialmen and

took assignments from them. The theory of the decision

was NOT that the bank had made loans to the contractor,

but that it had paid off these laborers and materialmen

and by virtue of the assignments it took from them ac-

quired their rights against the surety. In this connection

the case of Exchange State Bank v. Federal Surety (C. C.

A. 8), 28 Fed. (2d) 485 is interesting. Therein the bank

took assignments from certain laborers and materialmen,

but failed to do so from others. It was held that the

bank's rights were superior to those of the surety as to

the claims of those laborers and materialmen from whom

the bank had obtained assignments, but that the surety's

rights were superior to those of the bank with regard to

those claims for the payment of which the bank had not

so obtained assignments from the laborers and material-

men. Of course, in the case at bar Appellant took no

such assignments.

Appellant cites, page 34, Fidelity & Deposit Co. v.\

Union State Bank, 21 Fed. (2d) 102. This case is a de-
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cision o£ the District Court of Minnesota and involved

a State job. The surety obtained checks for the final

payments to the contractor, but voluntarily surrendered

them to the contractor, retaining no control whatsoever

over the funds. The contractor deposited these payments

so received from the surety with a bank, which applied

the proceeds thereof to a note loaned to the contractor.

It was held that the surety could not recover from the

bank, the decision being based partly on Minnesota law,

since, being a State job, it was held to be controlling, and

partly on a waiver by the surety of its rights in the funds

when it turned them over, without qualification, to the

contractor. The case is in no wise similar to the present

case.

In Maryland Casualty Co. v, Lincoln National Bank

and Trust Company (D. C. Ky.), 40 Fed. Supp. 782,

the District Judge said, page 784:

"The fourth and fifth contentions are well settled

as matters of law, that the surety is subrogated to

the materialmen's rights in such fund (progress pay-

ments) and that the transfer of the money from the

contractor to the bank of itself discharges no equities

attached to the fund." (Citing authorities.)

The District Judge, however, refused to apply this

rule on the ground that the evidence failed to show that

the bank had knowledge of the existence of actual claims

by laborers and materialmen. It is indeed hard to follow

the reasoning of the court. If the surety had such equities
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in the funds, then since these equities arose from the mere

execution of the bonds themselves, the bank was charge-

able with knowledge thereof. How such equities could

be defeated merely because the bank failed to make in-

quiries as to whether or not the claims of laborers and

materialmen had already accrued, does not appear from

the opinion of the District Judge. However that may

be, his decision in this regard is in direct conflict with

the authorities and especially the following cases, in none

of which did it appear that the bank had knowledge

of the contractor's failure to pay laborers and material-

men or notice of the contractor's default or impending

failure.

Henningsen v. U. S. F. & G. Co., 208 U. S. 404,

52 L. E. 547;

Hardaway v. National Sturety Co., 211 U. S. 552,

53 L. E. 321

;

Cox V. Nezu England Equitable (C. C. A. 8), 247

Fed. 955:

Moran v. Guardian Casualty Co. (App. D. C),
76 Fed. (2d) 438;

Exchange State Bank v. Federal Surety (C. C.

A. 8J, 28 Fed. (2d) 485;

Maryland Casualty Co. v. Dulaney (C. C. A. 5),

23 Fed. (2d) 378;

London & Lancashire Ind, Co. v. Endres (C. C.

A. 8), 290 Fed. 98;

American Bonding Co. v. Central Trust Co. (C. C.

A. 7), 240 Fed. 400.
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Finally Appellant cites the case of Maryland Casualty

Co. V. Lincoln Bank & Trust Co. (D. C. Ky.), 18 Fed.

Supp. 2>7S, but fails to mention that this case was reversed

upon appeal to the Circuit Court of Appeals which latter

decision is reported in 103 Fed. (2d) 1016.

Before the trial court, Appellant also cited the follow-

ing" two cases. Inasmuch as Appellant may refer to them

in its closing brief, we will briefly mention them.

In Maryland Casualty Co. v. Board of Water Com-

missioners (C. C. A. 2), 110 Fed. (2d) 278, the assign-

ment to the bank was made twenty days prior to the de-

fault. The situation is the same as in the Town of River

Junction case.

In U. S. F. & G. Co. V. Bank of Brewton, 4 Fed. Supp.

272, the court holds the surety entitled to recover moneys

paid to the bank in repayment of loans made by the bank

to the contractor and which loans had been devoted to

the work required under the contract. The case is

squarely in point in favor of Respondent's contentions

herein.

We repeat that despite Appellant's contention to the

contrary, there is no conflict whatever in the decisions.

The rights of the surety, arising out of the mere writing

of its bonds, both to the retention percentages and to

progress payments made after default, are superior to

those of a volunteer lender of money to the contractor,

and this is so irrespective of whether or not the surety

took any assignment from the contractor.
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IX.

Validity of Assignments.

Citing the case of Martin v. National Surety, 300 U. S.

588, 81 L. E. 822, Appellant (p. 16-19) contends that

the assignments to Respondent were invalid in the absence

of notice thereof to Appellant. Appellant's statement

is absolutely incorrect. The Supreme Court holds that

such an assignment is valid when payment has been made

by the Government, which is thereby relieved from any

further liability for such payment. The court further

holds that such assignment entitles the assignee thereunder

to the funds so paid as against a subsequent assignee

with notice of the prior assignment. In other words,

the court sustains the validity of both assignments, though

each was actually executed before payment by the Gov-

ernment. It then passes upon the priorities between the

two assignees. The fact of notice to the second assignee

of the prior assignment in no wise affects or can affect

the validity of that prior assignment, it at most affects

the priority of right to the thing assigned. In the case

at bar no question of successive assignments arises. The

court says (81 L. E. p. 825)

:

"An Act of Congress tells us that all transfers

and assignments 'of any claim upon the United States

. . . and all powers of attorney, orders, or other

authorities for receiving payment of any such claim

. . . shall be absolutely null and void, unless they

are freely made and executed in the presence of at

least two attesting witnesses, after the allowance of
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such a claim, the ascertainment of the amount due,

and the issuing of a warrant for the payment there-

of.' Rev. Stat. §3477, 31 U. S. C. A. §203. By

force of that pronouncement the Government was at

liberty to hold the money back till demanded by the

contractor personally., disregarding any assignment

or power of attorney for its payment to another.

But the Government did not choose to shape its course

accordingly. It turned over the money to Martin

as Tobin's representative, thus discharging its in-

debtedness as effectively as if payment had been

made directly to the principal. McKnight v. United

States, 98 U. S. 179, 25 L. ed. 115. The case is to

be viewed as if Tobin had received the warrant, had

put the proceeds in his bank, and had paid them after-

wards to Martin.'' (Italics ours.)

In other words, the court says that the Martin case is

to be viewed as if exactly the same situation existed there-

in as exists in the case at bar. It then upholds the validity

of the assignment to the surety.

Continuing with the reasons for so holding, the court

says (81 L. E. p. 825):

'The provisions of the statute making void an

assignment or power of attorney by a Government

contractor are for the protection of the Government.

(Citing authorities.) In the absence of such a rule,

the Government would be in danger of becoming em-

broiled in conflicting claims, with delay and embar-

rassment and the chance of multiple liability. Hobbs

v. McLean, supra. But as applied to the fund in

controversy, that peril is now past."
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And again (81 L. E. p. 825):

"The purpose of the statute 'was not to dictate to

the contractor what he should do with the money re-

ceived on his contract after the contract had been

performed.' Hobbs v. McLean, supra. A transfer

of a warrant has need to be accompanied by safe-

guards lest the assignor may avoid it afterwards for

forgery or fraud. A transfer of the fund after

payment is perfected is of no concern to any one

except the parties to the transaction, and this quite

irrespective of the time of the assignment or the

manner of its making.

"If the Government has any interest in the out-

come of this controversy it is in sustaining the assign-

ment to the surety rather than destroying it. The

contractor undertook that materialmen would receive

their money promptly while the work was going on.

In failing to pay them, he violated a duty to them,

but a duty also to the Government, for the default

was a breach of the condition of the bond. If the

assignment to the surety creates a lien upon the fund,

the contractor will be compelled to fulfill the duty

thus assumed."

The court then cites cases claimed to be contrary to

its holding, and follows this with the citation of authorities

in support thereof. It then expressly affirms the latter

line of cases, saying (81 L. E. p. 826)

:

"These cases teach us that the statute must be

interpreted in the light of its purpose to give protec-

tion to the Government. After payments have been
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collected and are in the hands of the contractor or

subsequent payees with notice, assignments may be

heeded, at all events in equity, if they will not frus-

trate the ends to which the prohibition was directed.

See Lay v. Lay, 284 U. S. 24, 63 L. ed. 103, 39 S.

Ct. 13, siipra, affirming 118 Miss. 549, 79 So. 291.

To the extent that the two lines of cases are in con-

flict, the second must be held to be supported by the

better reason,"

The specific holding of the court is that such an assign-

ment becomes valid upon payment to the contractor or

to an assignee with notice. In the case at bar, the pay-

ment was made by the Government to the contractor, who

then deposited it in his commercial bank account and

drew a check on that account to the defendant bank.

The exact alternative condition specified by the Supreme

Court as establishing the validity of the assignment to

the surety, namely, payments to the contractor, exists

in the case at bar.

That the Martin case is squarely in point is shown by

the italicized portion of the above quotation, namely (81

L. E. p. 825):

"The case is to be viewed as if Tobin had received

the warrant, had put the proceeds in his bank, and

had paid them afterwards to Martin."

In view of the decision in the Martin case we do not

deem it necessary to discuss at any length the argument

advanced by Appellant (p. 19 App. B.). The cited cases



hold that where under the terms of an assignment, the

assignor is permitted to retain absolute control of and

to use as he sees fit the property assigned, the assign-

ment is invalid. The cases, however, expressly recognize

the validity of an assignment where the assignor thereof,

though permitted to collect the funds assigned, is under

an obligation either to turn them over to or to use them

for the benefit of the assignee. In the present case the

assignment did not by its terms permit the contractor-

assignor to use the proceeds of the contracts as he saw

fit. On the contrary, it was his obligation at all times

to use them for the payment of laborers and materialmen,

that is, for the direct benefit of the surety assignee.

(See authorities cited Subd. VI, C, 1, this brief.) After

default, the contractor-assignor retained no dominion or

right whatsoever over the proceeds of the contract. If

he then collected any proceeds, it was his duty to deliver

the same to Respondent as his assignee and permit Re-

spondent to pass upon the validity of the claims of labor-

ers and materialmen before making payments to them.

The cases cited by Appellant therefore, under the facts

of this case, directly support the validity of the assign-

ments.
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X.

Respondent's Rights Are Two-fold Arising (A) Out
of the Fact That it Wrote Its Bond and (B) Out
of the Assignments.

The rights of respondent in the proceeds of the con-

tracts arising from the fact that it wrote its bonds and

paid labor and materialmen, and those arising from the

assignments are distinct and different and are in nowise

dependent upon each other. In other words, had Plain-

tiff taken no assignment it still would have a right to the

proceeds of the contract. Likewise if these rights arising

from the issuance of the bonds themselves did not exist

it would have a right to the proceeds under its assignment.

The case of Lacey v. Maryland Casualty Company (C. C.

A. 4), 32 Fed. (2d) 48, involved a state project in which

the surety completed the work. The court citing the case of

Henningsen v. U. S. F. & G. Co., 208 U. S. 404, 52 L. E.

547 holds that there is no difference between the situa-

tion where the surety merely paid unpaid labor and mate-

rial claims, and where it completed the contract itself.

The cited case involved two separate jobs known as

contract #151 and contract #378, respectively. A bank

had loaned money to the contractor for the specific pur-

pose of paying for labor and material on these jobs. It

took assignments of the proceeds of the contracts and

gave notice of these assignments to the public body

(p. 53).

Contract #378 resulted in a loss to the surety after

payment to it of both the retained percentage and the
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progress payments. The court holds (pp. 51-52) that

there was no distinction between the retained and progress

payments. The court says that the controlling considera-

tion was that the money was still in the hands of the Gov-

ernment at the time of default so that the public body

could have exercised its rights therein whether it did

do so or not, and cites the case of First National Bank

V. City Trust Company (C. C. A. 9), 114 Fed. 529.

The court (p. 51), therefore, holds that irrespective of

any assignment the surety was subrogated to the rights

of the obligee, that is, the public body, and had an equity

in the proceeds of the contract superior to that of the

bank assignee, but (p. 53) that under such subrogation

rights the surety was only entitled to reimbursement for

the loss it sustained.

With regard to contract #151, the court holds that this

contract would have resulted in a profit exceeding $10,-

000 to the surety had the surety received the full bal-

ance of the contract price. The court then holds (pp.

52-53) that up to the amount of its loss the existence

of an assignment was immaterial since up to that amount

the surety was given by law its rights of subrogation.

The court then continues (p. 54) that even if the loss of

the surety upon this contract would not be as great as

the amount assigned (which in this case happened to

be expressly limited in the assignments themselves to the

retained percentages), nevertheless, the surety was en-

titled to the entire amount assigned where the assignment

purported to secure the surety from loss on all contracts
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for which it was surety for the contractor and where it

sustained such losses on other contracts.

In other words, the court on contract #378 upon the

principal of subrogation awarded the surety the entire

balance of both the retained percentage fund and progress

payments, since this amount did not exceed (being in fact

less than) its loss on that particular contract. On contract

#151 on which the surety would have sustained no loss,

the court awarded it, under the principal of subrogation,

an amount out of both retained percentage fund and

progress payments sufficient to reimburse it for its ex-

penditures in connection with that particular contract,

and then further allowed it the balance of the retained

fund under the assignment to reimburse it for its loss

on contract #378.
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XL
Estoppel.

Appellant contends, pages 42-43 of its brief, that its

defense of estoppel should be sustained and apparently

bases its contention on the fact that Respondent did not

give it notice of the assignments taken by it, though it

knew that in the past Anderson had borrowed money

from Appellant. Appellant repeats this contention under

the heading "Conclusions" on pages 52 and 53 of its

brief.

The first answer to x\ppellant's contention is that the

court specifically found as a fact that Respondent was not

estopped to assert its claim against Appellant, a finding

which is not challenged in Appellant's Statement of Points

[Tr. pp.lOS-lllJ, nor in its Specification of Errors (App.

B. pp. 12-14), nor in its Statement of Questions Involved

(App. B. p. 11). Therefore, it stands an established fact

in this case that Respondent was not estopped.

The necessary elements of a suitable estoppel are well

established and are set forth in the case of Grouf v. State

Natioml Bank (C. C. A. 8), 40 Fed. (2d) 2, 7:

" 'There must exist a false representation or con-

cealment of material facts; it must have been made

with knowledge, actual or constructive, of the facts;

the party to whom it was made must have been with-

out knowledge or the means of knowledge of the real

facts; it must have been made with the intention that

it should be acted upon ; and the party to whom it was
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made must have relied on or acted upon it to his

prejudice.'
"

See, also:

Development Co. v. Seaboard Corp., 1 Cal. (2d)

121.

It will be observed that each one of the above elements

are absent from the case at bar. There was no false rep-

resentation ; there was no concealment by Respondent, since

Appellant never made any inquiries and since Respondent

never had any knowledge of the loans made or to be made

by Appellant. Even had there been any false representa-

tion or concealment, such would have been without knowl-

edge that Appellant intended to make, was making, or had

made any loans. Appellant was not without knowledge

of Respondent's rights arising by virtue of the issuance

of its bonds, and was not without the means of knowledge

of the existence of the assignments or of any other fact

connected with the Respondent's issuance of its bonds.

Finally, Appellant did not rely on any false representation

on the part of Respondent since it made none, nor did

Appellant rely on any concealment by Appellant since it

concealed nothing. Appellant offered no proof that it

would have done other than it did do even had it full

knowledge of the assignments to Respondent [F. XIX,

Tr. p. 95].



XII.

The Respective Equities.

Appellant refers in its brief to "secret equities" in the

money (App. B. p. 53).

The bonds executed by Appellant were required by law

and, consequently, Respondent was chargeable with notice

thereof and of the rights and obligations of the plaintiff

thereunder (see authorities cited under subdivision IX,

14, this brief). The evidence shows that Appellant ac-

tually was interested in ascertaining from the contractor,

and did ascertain from him, that Respondent had executed

these bonds. The equities arising from the issuance of

the bonds were, therefore, in no wise ''secret".

The contracts with the Government did authorize the

Government to, and it did, retain a percentage of all

progress payments until the completion of the work. The

contracts likewise authorized the Government, upon de-

fault by the contractor, to terminate the contractor's

rights and to take over and complete the work called for

under the contracts. The rights of Respondent as suc-

cessor to the Govermnent (see authorities cited under sub-

division IX, 8, this brief) were, therefore, also not

"secret".

The duty of the surety to pay and its rights on paying

laborers and materialmen are also established by law (see

authorities under subdivision IX, 5, of this brief). Such

rights are likewise in no manner "secret".

Despite knowledge of the execution of the bonds by

Respondent, Appellant never made any inquiry before

making the loans to the contractor (which it expected to

be repaid out of the proceeds of the contracts) or before

accepting payment thereof (which payment it knew was

being made out of the said proceeds) as to whether Re-
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spondent (or anyone else for that matter) as the surety

on these bonds, claimed any right in any of the proceeds of

the contracts. Likewise, before making the loans or be-

fore accepting repayment, Appellant never informed Re-

spondent of its intended or accomplished action. If there

was any "secrecy" it was on the part of Appellant not of

Respondent.

On the trial of this case Appellant also claimed that the

assignments to Respondent were "secret".

In what way were they "secret"? There is not the

slightest evidence of any attempt to conceal the assign-

ment from the defendant. There is not the slightest evi-

dence that had the defendant inquired of either Respond-

ent or Anderson it would not have been informed of the

existence of the assignments. There is absolutely no evi-

dence of any "secrecy" in connection with the assign-

ments. It is true that the plaintiff did not notify the

bank thereof, but no reason whatever is shown why

Respondent should have done so. It merely knew that

the contractor was doing business with Appellant, but it

did not know that he would borrow money from Appel-

lant for use in connection with these contracts. On the

contrary, the evidence shows that the financial statement

of the contractor was such as to indicate sufficient cash

assets to meet all his obligations, and sufficient general

assets to enable him to perform his contracts without re-

quiring any such financial assistance from any bank. In

fact, he did not borrow for some four months after the

taking of the assignment by the plaintiff, and then only

when unexpected weather conditions arose. Far from

trying to conceal its relationship with the contractor, Re-

spondent actually made inquiries from Appellant as to the

correctness of the contractor's financial statement and was
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informed that it was correct. It also inquired what

his average balance had been, how the bank regarded him,

what loans had been made to him, whether they were

secured or not, and how he had taken care of them. It cer-

tainly is not true that in order to avoid a charge of

"secrecy" anyone taking an assignment from an apparently

prosperous assignor must notify all known persons with

whom that assignor does business and from whom such

assignor might borrow money. In fact Anderson also ob-

tained loans in connection with the jobs from others [Tr.

p. 76]. How was Respondent to have known of these

and to have notified these prospective lenders?

On the other hand, Appellant bank is not in the same

position. Long before it made any of its loans it actually

knew that Respondent had executed the bonds required

by law on these specific contracts and was, therefore,

vitally interested in the proper application of the funds

to become due thereunder. Appellant, therefore, knew

that Respondent was interested in the application of the

proceeds of these contracts, and that Respondent had a

contingent liability of many thousands of dollars in con-

nection with the work called for in these contracts.

As opposed to this knowledge on the part of Appellant,

Respondent had no knowledge whatsoever that Appellant

had or ever would acquire any interest in the contracts

or their proceeds, and, in fact, Appellant never did have

any such interest, except as a general creditor of the con-

tractor.

Of the two. Appellant and Respondent, which may be

charged with secrecy? Respondent, which made detailed

inquiries of Appellant before writing its bonds, or Appel-

lant which made no inquiries from the known surety.

Respondent, before making its loans?
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Before loaning the money. Appellant could have insisted

upon a reasonable agreement with Respondent which

would have subordinated the rights of Respondent in the

proceeds of the contract to those of Appellant, provided

reasonable precautions were taken to insure that the money

loaned actually would go into the particular jobs and not

be used for any other purpose.

Of course, it may be said that Respondent might not

have entered into any such agreement. But if so. Ap-

pellant equally need not have loaned Anderson the money.

As a practical matter, Respondent would have every rea-

son for entering into such an arrangement. Unless the

contractor completed his work to the satisfaction of the

Government, Respondent as surety was already obliged

to do so. Unless the contractor paid laborers and mate-

rialmen, Respondent was already under an obligation

to do so. If the contractor needed money to perform his

obligations, it was to the direct benefit of the surety to

assist him in obtaining such moneys, but, likewise, the

surety was entitled to have the loan made under such

conditions as would safeguard the rights both of itself

and of the lender, such as that the loaned money and all

proceeds of the contract, instead of being placed in the

contractor's commercial account, subject to being checked

out at the uncontrolled desire of the contractor, be placed

in an account over which the surety had joint control,

thereby rendering it certain that both the loaned moneys

and the proceeds of the contract actually would go to the

payment of laborers and materialmen.

Summarizing, Respondent took the only steps avail-

able to it to protect itself, the making of inquiries and

the taking of the assignments. Appellant, though it

could have amply protected itself or else have refused
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to loan the money, took no steps whatsoever to so protect

itself, either by making arrangements with Respondent or

even by taking an assignment. It did not even notify the

known surety, or retain any control over the funds to

insure their application to the particular work. It did not

even require any evidence that they were so applied.

We submit that all the equities in this case are strongly

in favor of Respondent surety.

On page 53 of its brief Appellant states that the de-

cision of the District Court renders it wholly unsafe for

banks to finance Federal contractors. This is, of course,

merely setting up a man of straw in the hopes of knock-

mg his down. The decision in this case holds no such

thing. It merely holds that under the facts of this case

the rights, legal and equitable, of Respondent are superior

to those of Appellant. We have already pointed out how

a bank such as Appellant could have easily protected it-

self. On the other hand, if the reverse decision had been

reached in this case, there would be no way in which a

surety could protect itself against an improvident lender

who turns over money to a contractor without taking the

slightest steps to see how the money is to be used and

without taking the most elementary precautions to protect

itself. A surety bond is required by law. A surety is

absolutely necessary if the work is even to be contracted

for. Loans to the contractor are not necessary. If the

contractor cannot fulfill his obligations without them and

the contractor cannot obtain them, no one is hurt except

the surety which must then itself fulfill those obligations.

As a practical matter there is no problem. Surety,

lender and the contractor himself can be amply protected,

but of these three, the surety alone is not in a position

so to do. Having written its bonds and taken its assign-
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ments, it can do no more. It cannot control the contractor

and all prospective lenders. On the other hand, such

prospective lender may insist upon reasonable arrange-

ments being made with the surety before it makes its loan,

arrangments which, as we have seen, the surety must en-

ter into in order to protect itself from being subsequently

obliged, itself, to fulfill the contractor's obligations.

On page 53 of its brief Appellant says, "It is even

doubtful that a bank could safely accept for deposit the

proceeds from a Federal contract and permit them to

be withdrawn by the contractor." This is again a man

of straw. The present case does not involve the rights

and obligations of a bank as the contractor's depositary.

The suit is not based upon the theory that Appellant, as

a bank, honored the checks of the contractor. The suit

is between the surety and one who loaned money to the

contractor, and thereafter received repayment thereof,

which repayment it knew to have been made out of

the proceeds of the contracts, and which repayment it

received under circumstances which strongly indicated that

the contractor had and was encountering unusual dif-

ficulties in meeting his obligations. The fact that Appel-

lant was not only the lender of the money, but was also

the bank which the contractor used as his depositary is,

as far as this case is concerned, a mere coincidence, whose

only effect is to charge the bank, as such lender, with

notice of all matters of which the bank had acquired

in its other capacity, namely, that of depositary. We,

therefore, feel that it would be entirely irrelevant and

improper for us to prolong this brief by a discussion of

the rights and obligations existing between the contractor

and the bank as a mere depositary obeying the instructions

of the contractor with regard to moneys so deposited.
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XIII.

Conclusion.

It is respectfully submitted that Respondent is entitled

to the moneys involved on each of the theories heretofore

discussed, namely, that the bank was repaid out of the

retained percentages, that even if it were repaid out of

the progress payments the contractor had defaulted before

such payments were due or were made, and that Re-

spondent was entitled to the moneys by virtue of the

assignments to it.

It is further submitted that the equities in this case

are all in favor of Respondent.

It is also submitted that each of the challenged find-

ings of fact is amply supported by the evidence.

Wherefore, it is respectfully submitted that the judg-

ment in this case should be affirmed.

Gerald F. H. Delamer,

Carleton B. Wood,

Walter O. Schell,

Attorneys for Appellee.




